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CHAPTER I 

MONEY 


[Its nature and FUNoaioNS — qualities 

^ A filONKY MATERIAL.! 

Q, /. Define money, and consider its nature 
'and functions in the economic organization qf a 
omtuunity. (t/. P. 103S) 

A. Definition. Spme writers have defined 
tioney in a very narrow sense so as to include 
»nly metallic coins. Others inter^ret^it in a much 
vider sense, a include all media of exchange — 
letallic money, paper notes, cheques, bills of 
xhange, and drafts, etc. Modern economists, 
owever, adopt the midway and include only 
letallic money^' ar >d _iegai tepder-jaate s. The 
allowing definitions ilfustrate the point : 

“Money is a commodity which is uSfid.tQ ,d^“ 
pte a nything which is w idely ycepted in 
leoLf or goods or iii_discharge of other ^kinds^o f 
usin ess obligatio n.**~RQBERT60N. 

As only metallic money is widely^ accepted, 
.*s is a definition of the first t^e. 

“Money is purchasing powei^-^mething which 
i things,**-*- C ole! 

As metallic money, notes, and credit instru- 
lents, e.g., cheques, bills of exchange, and drafts^ 
have purchasing power and ^ buy ^thi^gs, this 
fimtinaincludes all of them* 

“Money is anything that passes freely from 
Ind to hand as. a. mediwnr of exchange aq^ is 
-lerally received in di schargjEUnf detos/* 


Deffnltioi) 
in three 
different 
ways. 


Only mctal*^ 
lie money 
Included. 


All forma 
indud^t 





2 


BANKIlfa 


AttoChcr 
dcftnition 
of the Mine 
twc as 
above. 


Not an end 
in Itself but 
a means. 


Also a 
measure. 

These days 
it is more 
important 
as a mea- 
sure. 


“Money includes all those things which a. 
(at any time and place) generally current withoti) 
doubt or special enquiry aS a means of purchasitiil 
commodities and services and of defraying e**- 
penses.*'— Marshall. 

Metallic money and legal tender notes are the 
only forms generally acceptable, and hence noti^ 
but they are included in the term money according 
to these two definitions. When money is defined 
in this sense it is a synonym to currency.**^ 

Nature. It is now obvious that money is a 
means by which we e xchange g ur com modities 
and services for those of others. It is not an end 
in itself but a means to an end. Nobody except a 
miser wants it for the sake of its possession but 
because it has a general purchasing power; it 
gives to its holder a command over all goods and 
services. According to Weston, money allows the 
consumer to take hii.real income- at the time and 
in the manner that, suits him best It is a certifi- 
cate that the claints a man has upon the stock of 
goods will be honoured by the community, when- 
ever he wants it to do so. Besides being a means, 
it is also a measure which enables us to compare 
the value, of different thing?. In fact, it is as a 
measure that money is more important these days. 
In many cases, we sell commodities and services 
without getting actual money in exchange.. They 
are only measured in terms of money, and a book 
entry is jnade-^ This, in turn, is cancelled L 
another entry at a later ^te.- Money also help 
us in SfiverjiL other jways; 

• If money is taken to mean all media of exchange ^ 

Metallic money+legal tender notes (currency )+cTedit 
Money. Money -credit^ currency (metallic money-flcs- 
tender notes), 
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Faneliont, The functions of money itiay be 
cllssified into primary, secondary and contingent Prtmety 
Primary functions are , (i) service as a means, and tuncttoi^s, 
(ii) measure, which have already been discussed 
previously. The secondary functions are the ser- Secondary 
7 ice as, (i) a store of value, as (ii) a transfer of 
/alue, and as (iii) a standard for deferred payments. 

These functions are dependent upon the primary 
functions. The contingent functions of money are Contingen 
hose of *(1) the distribution of social income, (2) 
be equalisation of marginal utilities, (3) acting as 
basis of credit, (4) giving a generic form to 
Capital. 

Service as a means has^ as has already been Means, 
observed, receded to the background these days 
kue to the universal development of credit system. 

The second function namely that of acting as a 
measure of value is, however, the most important Measure, 
even now Our economic life is very complex. 

It is the use of money as a measure of value of all 
commodities auiL services that ipakpji it eas y. 

Most of the troubles of the secteiy have been re- 
moved because iiLthis-Junction of monej^Com- 
^ to the secondary functions, we find that we 
kn store value.muctLjjiore easily in the form of value. 
I^ohey than in the form of other commodities. 

^abour (or services) cannot be stored at all ; for 
^we do not work for a moment that much of 
,jour (or service) is lost for ever. We can also 
■^sfer value in terms of money with sufficient trAsier. 
fc, This helps us a good deal. It serves as a 
in4ard for deferred payments as well. These Standard tot 

yolve a period of time before they are fulfilled, delettcd 

jprices of commodities between this interval rise W*^***®* 
%11, the debtor of' the creditor, as the case may 
. etands to lose, ^ut if these are expressed in 
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terms of money^ its value being more stable than 
that of any other commodity, chances of loss are 
greatly reduced. 


Dfstrfbutor 
of joint 
product, 


Marainal 
utilities are 
eoualised. 


L«rae*$cale 

tntefpnses 


Generic 

♦ormot, 


Professor Kinley has also described four con- 
tingent functions. They are true only of the 
present economic stage. Firstly, money serves 
as a distributor of joint product or “national 
dividend". Division of labour to its utmost 
limit has been made possible only by this service 
of money. 'Ncfbody*. would cooperate, if he is not 
assured of the apportionment of the joint product. 
Secondly, it also enables a consumer to spend 
his income on various items of expenses in 
such ‘a way as to derive equal marginal utility 
from each of them. Thirdly, the vast sufierstruc- 
ture of credit has been raised on the basis of 
money. Gigantic works have been established; 
Finally, it enables capital to get a generic value, 
as it can be kept in the most liquid form, and 
thus helps production. 

Q. 2. Define money carefully and discuss its 
i mportance^ in the present-day economic organiza- 


indiftet and 
mund about 
satisfaction 
of wants 
made paB$i< 
We. ^ 


UirM'ecalc 
productloa 
and Divi- 
dIoaW 
JUA^r. 


A, Definition. See answer 1, part first. 

Importance. Money has assumed vaSt impor- 
tance in the present day economic organization. 
One man is now very much dependent upon 
another. Satisfaction of wants has become in- 
direcrand round about. It is, under the cir- 
cumstances, possible only through money. We 
produce for market, and on a very larg6 scale. 
Division of labour and specialisation .have be^ 
come the order of the day.^ These could not 
have been possible without the use of money. 



umtr 


i 

Nocjpte ol Jomt-Btock^ .^eittoptiae 
l i^Ved qS^ beg^qgfe^ygfi^bave tu<my mong^ 

given a mobility to capital and lead^ otomw 
ferifs concentration iq^ th^ hands of those “vfho 
^avc got the best ability to employ it^C Efficient 
l)roduction requires assemblage of land, labour, torsm 
tapital, and other necessary things. This it production, 
none with the help of money. 

Reward of various factors of production is 
determined in its terms. It is distributed amongst 
?them only when the produce is soldjn the market. 

'Money plays a fundamental part in this sale. The comings ot 
old barter economy was characlerizedl with serious * 

shortcomings. They have been removed under 
money economy. The vast magnitude of internal Internal and 
as well as foreign trade has been made possible 
only because of the introduction of money. lacilltat^ 

One, who has money, commands power over H 

everything. He can satisfy his >vants. All the power* 
world is prepared to serve him. He can claim at 
any time and in any manner. 

We borrow and lend also through money, banking 
Our banking organization and credit system is organisatioiu 
solely dependent upon it. Floating of loans by 
‘Government, public and private bodies and in- 
dividuals has been made possible through money, loans and 
The Stock Exchange with its elaborate machinery 
has come into existence because we have money. opera^BS^ 

It is because of such vast importance of money 
that a slight disturbance in the monetary system 
of "a country has far-reaching effects upon the disUlihiM 
people. All of us know that businessmen and 
goverf^^ y ts had to f^ce acute difficulties during dlfficttHlts^ 
lile European War of 1914*18 bedkim 

of monetary disturbances. In fact, the faisteS'y 
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of the currencies of di£fei;eat countries of the 
world goes to prove the fact. The relation bet- 
Conect ween various classes of people changes, with every 

solution of change in the value of money. Upon the correct 

pfowSns solution of the monetary problems of a country 

necessary, depends the progress of its people. Money is 

important these days to a very great extent, 
and forms the nucleus round which all of us 
muster. 

Q.J. Trace the ew luHo n 
discuss its importance in the fresena^y economic 
organizatiqj(j^ (U. P. 1939) 

A. Evolution. In the early stages of eco' 

Barter sta c evolution, barter (direct exchange of com- 

moditics for commodities) was in vogue* Pro- 
^ duction was very much limited and meant for only 

Difficulties. exchange. A number of difficulties were 

Lack of experienced under this system. Firstly, there could 
double exchange so long as there was no double 

coincidence, coi ncid ence. For exam[)le, if a man had a cow 
andjy he could not get it unless he 
found a man who was [)repared to give a horse 
and at the same time was willing to accept his 
cow in return. But this was not always possible 
and easy. Much time was often wasted in seek- 
ing such a person. Secondly, it was difficult to 
No common to-lhow-much of one thing was to be 

measure of exchanged for jiflw., much pf another. There was 
value. a gbofdeal of difference of opinion in fixing the 
value. Thirdly, certain things could not, by nature 
Ittdivisib lity. b e broken ^ or jdi.>fi3ed^ and exchange became diffi- 
cuTTlvEen the values of commodities differed, 
^th a view to remove these difficulties some 
commodity came to be selected as a medium of 
exchange. Thgxonwaodity selected was often one 
in general demand iu that particular community. 
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many com modities have served as money Comniodlty 
Ijora jime^lo fime* Furs, oxen, slaves], shellsrskTas, 
cocoa etc^^ve serv^iu the past. as media of cho^ 
excKange^lp many villages grain is, even now, 
used as such for petty purchases in our own coun- 
try. But on account of their superior advantages, Gold and 
gold and silver have, in course of time, come to chom 
be regarded as most suitable media of exchange, 

Paper rn gpey has also been introduced recently. 

ButTT" is a representative of either gold or 
silver. When it is not so, its circulation becomes 
dangerous. 

Importance of Money. See ans. 2, second 
part. 

Q. 4. Define money cateftdly. Discms U$ 
functions. is it that^ barter is becoming 

more and morepoJfS^^ "paftt^ 

P- mt)) 

A. Definition and Function!. See ans. 1. 

Causes of the popularity of barter in mo- 
dern times, particularly after 1930. Since the 
Great European War of 1914-18, attempts have 
been made to lessen the use of gold in internal as 
well as external trade. In external trade even before 
the war it was said that exports pay for imports. 

After the war it became more true, as there being 
no gold left m Germany and certain other Euro- 
pean countries, imports were restricted^ to the 
fimount of exportCiT" there was any excess it 
cSula ti&fT)?* paitftft gold. Even countries having 
gold with them ijuilt high tariffs , gainst imj [X) rts. 

Geneva Conference of T527, however, recom- 
mended to put a stop to the growth of customs 
tariffs. For a brief period, the report of this con- 


for inip^rU* 


After war 
sold not 
available 
even for 
paying for 
excess 
imports. 


High tariffs 
built. 
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Hawley* 
Smoot 
Tafiff oi 
1980 ^ 
U. S. A. 


Britain 

followed* 

Other 

countries. 


france. 


Exchange 
Equalisa- 
tion Funds. 


Exchanoe 
of ooods 
witn goods 
between 
(wo count- 
ries. 


ferenc^ did have some effect in checking the 
growth of higher tariffs and even in winning some 
minor successes towards breaking down the har- 
riers to international trade. But U. S. A. swung 
the world in the pernicious path of ever higher 
and wider tariffs by the example and effect of its 
Hawley-Smoot Tariff of 1930. Just a little after, 
Great Britain levied high import duties. Then, 
general tariff increases were made by one country 
after another, and in some of them again and 
again. Not only that, but more drastic measure 
of stopping imports were introduced, such as the 
prohibition of imports except under the license or 
the definite limitation of imports to a specified 
quota. By the spring of 1933, France had quotas 
applying to over 12,000 tariff items. Many count- 
ries introduced exchange control whereby impor- 
ters were unable to offer money for foreign goods. 
The hindrance to trade of countries with con- 
trolled exchanges was so serious that eventually 
a considerable numjber ol clearing arrangements 
developed. The last device of the period was 
the setting up of Exchange Equalisation Funds. 
At present, there is nothing but barter, in inter- 
national trade, with this difference that it is a 
refined barter — a barter where money does not 
act as a medium of exchange but acts as a mea- 
sure of value. Between differerit countries of the 
world there is exchange of goods with goods. If 
a country exports more than what it imports, 
its excess exports are to be carried forward for 
being cancelled by excess imports. 

Q. 5. Explain what you mean by money. 
Qisc^s tlw M.dyanta^esj f 1 fnoQ gi^Jo ^jte consumer, 
to thi^producer, and to the economic system 
redi^. (Catemta, 1940) ' 



Moiriiv I 

4. Meaning of Monei*. See definition, 
ans* 1. 

Adeantagea to conaumer. First of all, a 
consumer can arrange the items of his expenditure 
in order of his utility which is measured with the 
measuring rod of money. This enables him to 
derive equi-marginal utilities from all the com- 
modities and services. Secondly, it enables him 
to command everything in this world. What to 
say of common articles and services, he can have 
to some extent health, love, pity, respect and 
peace as well. They are all bought and sold in 
markets. 

Advantages to producer. A producer can 
take the help of other producers. He can buy 
raw material, hire labourers and have all he needs 
in production. Partnership, joint stock and other 
enterprises have come in vogue only because of 
the use of money. Modern large scale production 
and division of labour are also the results of the 
introduction of money. Besides, it has given a 
generic form to capital which, in fact, is respon- 
sible for bringing about the present advancement 
in society. 

t 

Advantages to the economic system gene-^ 
rally. Money has been advantageous to the econo- 
mic system generally by providing it with a mea- 
suring rod. It is as necessary for eitchanges, as 
numbers are for calculations ; feet and inches, etc. 
for measure ; pounds and seers, etc. for weight ; 
and language for expression. Besides, it acts 
as a store of value, a transfer of value and a 
standard for deferred payments ; and these are the 
essentials of the present day economic organisation. 


PoMlhillUei 
of S^ag 
equb 
margliiil 
ttdlftfst. 


He can hive 
everything 
at H$ com- 
mand. 


Four 

advantages 


Itactsaia 

mcisurlnf 



way*, 
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Paper money 


Gold bullion 


Q. 6. (a) CarefiAly define *mney' and discuss^ 

its importance, 

(b) Qi^jljcommodU^ a meditmof 

exchange withoid Being a measure of palm and 
vice versa ? Give examples, lAllahaoad, 1943), 

A. Definitions of money. See answer 1, 
first part. 

Importance of money. See answer 2, second 
part. 

B. A commodity can serve as a medium of 
exchange without being a measure of value 
and vice versa. For example, we may take paper 
and gold bullion. We know that the former in 
the form of notes, bills and cheques passes as 
a medium of exchange without being a measure 
of value. Its intrinsic worth being almost 
nothing, it cannot act as a measure of value. 

The latter, however, docs not pass current 
under a gold bullion standard or a gold exchange 
standard ; but acts as a measure of value, the 
value of the currency in circulation being fixed 
in its terms. 

Q. 7, Discuss the defect of barter, and 
explain the advantages which have accrued to the 
society as a result of adoption of money economy, 

A, Defects of barter. See under the head- 
ing difficulties of barter in answer 3. 

Advantages to society as a result of adop- 
tion of money Economy. See under the heading 
Importance, in answer 2. 

Q. S, Skea^der the merits and defects of gold 
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P, 19S6) 

4. i$sentUl propertm of 4 monoy 
material. There are certain very important pro- They are 
perties which an article must possess in order to 
serve as a money material* These may be enume- 
rated here in order of their importance as fol- 
lows ;-{l) utility and value, (2) portability, (3) 

1 indestructibility, (4) homogeneity, (5) divisibility, 

(6) stability of value, (7) cognizability, and (8) 
malleability. 

Gold poseesses all these properties to the 
mosl. Gold possesses all these properties, if 
taken together, to the most. It is possible that 
any one of these properties may be found in 
a larger degree in any other commodity. All of 

* them will, however, be not found together to an 
equivalent degree in any other commodity. 

In respecti of stability of value and portability 
it is preferable even to silver. 

Stability of value. Value of gold is com* Great fall te 
paratively stable. While the price of silver fell JiitSwttWi* 
from 60-718(1, an ounce to 22d. an ounce only dur- a tew 
ing the last three decades of the nineteenth century 
^ that of gold remained at £3.17.10^ an ounce during ' 

^ the whole of the century. It was mainly on this throughout 
account that almost aljJLhljmportant countries ^ 

the world ' to high cost 
nWt?!!^ate^ reasons why the value of ' 

gold is comparatively stable are its indestructibility 
and portability and the fact i]>atita,jcs^^of pro- Hty and 

On account of the indestructlBI-" portability* 
t Itryof golSl its stock is comparatively very large in 
proportion to its annual production, and, therefore, 
any amount which is added annually to the exist- 
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mg stock does cot affect its supply to the e?ttent 
of affecting its value. The amount of gold avail- 
able every year is again limited by its scarcity, 
and the cost involved in producing it is fairly 
high, which places a check upon a violent increase 
in its supply. Silver lacks in portability and its 
cost of production is comparatively low. It was 
perhaps on these accounts that it so much 
fluctuated in value. Gold has, however, recently 
fluctuated very much. But this is because it has 
accumulated In the hands of only one country 
which has arbitrarily fixed its price at a particular 
figure. In fact, this i^ so because the natural flow 
of gold has been checked. 

Portability. As commerce became world-wide 
and the market for most commodities became as 
wide as the whole world, it was felt that the 
medium of exchange should be easily portable. 
For this purpose, it must contain high value in 
small bulk. Gold is, in this respect too, better 
than silver. 

Material progress under gold standard. 

There was a good deal of material progress during 
the period gold acted as money. Its stability and 
portability brought about the development of in- 
ternational trade to an increasing extent resulting 
in efficient production. Since it has ceased to 
function as a standard for money, the progress of 
international trade has been very much retarded. 

Defects. Gold, being scarce, cannot be adopt- 
ed by all the nations of the world as their 
standard. First of all, plans were devised to 
economise its use by adopting its modified forms 
known as the Gold Bullion and Gold Exchange 
Standards. But these could also not be continued 
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Sot lo»g« It $o happened during and after the 
Great European War of 1914-18 that a consider- 
able portion of the whole stock of gold came to be 
concentrated in the hands of only a few countries. 

As a result of this, others had to take up to paper Centfaffscd 
standard. Later on, even those countries which 
had sufficient gold with them had to demonetise 
it in order to keep their currency according to trade 
requirements and not let it be increased with an 
increase in their stock of gold. The one greatest 
defect of linking currency with gold is that it 
expands and contracts according to the supply 
of gold and not according to the needs of com- 
merce, and gold is not available according to the ^ 

requirements. In fact, this has been the reason Upon' 
of its failure to continue to be a monetary standard ^*<l**k^fl*«"*** 
;of the world. 


APPENDICES 

I 

SHORT NOTES 

Free Coinage. Coinage is said to be free if 
public is allowed to offer bullion for being con- 
verted into coins. It is not necessary that free 
coinage should also be gratuitous coinage. In 
case it is so, it is known as Free and Gratuh 
torn Coinage. If, on the other hand, some 
charge is made for coinage, it is said to be Free 
and non-Gratuitous Coinage. In case, however, 
mint is open only to the government, it is known 
as limited coinage. 

Seigniorage. In case minting authority 
charges a fee more than the cost of minting, 
the difference between the charge taken and that 
actually incurred in minting is known as seig- 
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niorage. There is a very heavy seigniorage 
rupee. If, however, the charge is limited only 
to the expense actually incurred, it is known 
as brassage. 

Debasement. When currency contains less 
than the declared amount of precious metal the 
difference is called debasement. It may be due to 

(1) the dishonesty of the minting authority, or 

(2) that of the people who take out a portion of * 
the metal from ihe coin by means of either 
abrasion or clipping or sweating. 

Token money. If face value of money is 
more than its intrinsic value it is known as 
token money. Paper notes are all token money ; 
metallic currency in India is also token money. 

Legal tender money. If payment is enforce- > 
able in a particular form of money, it is 
known as legal tender money. Cheques are 
not legal tender money. Their acceptance in 
settlement of a debt is not compulsory. On 
the other hand, notes and coins are legal tender 
money and the)^ must be accepted as such. 
Some forms of money are full legal lender or 
unlimited legal tender^ while others are limited 
legal tender. Rupees coins are unlimited legal 
tender, as payment can be enforced in them to' 
any extent. Four anna bits, two anna bits and 
other coins of small denominations are limited 
legal tender, i, e., payment can be enforced in 
them only to a limited extent, viz., upto rupee 
one only. 

Standard coins. Coins to be standard must 
have certain specialities : (1) they must be full- 
bodied coins, i, e., their' metallic value should be 
the same, as their face value, (2) mint should be 
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ppen to the public for their free coinstge, (3)lthey 
must be unlimited legal tender, and (4) they 
should be the principal money of account — the 
value of all other coins must be a fraction of the 
same. British sovereign was a standard coin, 
Indian rupee was also a standard coin till 1893. 

Token coins ; These are the coins (1) whose 
metallic value is less than face value, (2) which 
are limited legal tender, (3) for whose coins^ge 
mint is not open to the public, and (4) which are 
subsidiary to the principal coin or money of 
account. 

II 

Supplementary Questions 

1. Define money. What functions are per- 
tformed by money at the present time ? {Delhi) 

Please consult answer to question No. 1 on 
this topic, 

2. What are the characteristics of a good 
money material ? {Delhi), 

Please consult first paragraph of answer to 
question No. 4, These shall have to be discussed. 
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MEANING OF MONETARY 
STANDARDS 

[G/LD STANDARD; Bl-MBTALLISM, OODD 

ExoEfANGE Standard and Gold Bullion 
Standard, other Standards.] 

!0« What do you ,mdsf stand by a Gold 
Bullion Standard 7 Hovn does if differ from Gold 
md Gdtd E^ichan^e Standards and what ate its 
merits over them } (V. P.—IOSd) 

:A» Gold Bullion Standard. Gold Bullion 
Standard is a modified form of Gold Standard 
first adopted by great Britain in 1926* Under this 
system while gold is the measure of value, it 
no longer circulates as coins* It is a gold 
standard without a gold currency. The Govern* 
ment, herein, does not issue gold coins, but 
binds itself to purchase and sell gold buUiotii in 
exchange for internal currency, which may 
consist of paper money and coins of baser 
metals at fixed rates. This provides a true link 
between the circulating media and gold between 
which the maintenance of a permanent ratio 
is ensured for ever. Exports and imports of 
gold are also allowed without any restriction 
whatsoever. The example of Great Britain 
was later on followed by several other coun*^ 
tries. 

This system is different from Gold Cutrenof 
and Odd Exchange Standards. 
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Cttmucy Standard. Under Gold cur- 
*’cncy standard gold coins are in actual circula- 
tion, and every other circulating media is ex- 
changeable with it. Mint is open for its free 
coinage to the public and its exports and imports 
are allowed without restriction. Pre-war gold 
standard was a standard of this type. 

Gold Exchange Standard. Gold Exchange 
Standard resembles Gold Bullion Standard in 
many points. Under it also, the circulating 
media.Id^s_nc^^ it may 

consist of paper money and coins of other metals. 
This currency is exchangeable with gold for deli- 
very in a foreign country, one es sential 

difference, therefore, h etweep this -standard and the 
Gol d Bullion St andard is that wh ile under th e 
lat ter^ cp rre^- gold bullion are exchangea ble 
for dejiye ry within the cou ntry, t hey ar^exchan ge- 
ab(e u nder thelofi^r onl~for Jelivery^ot ^o ld 
outside tlye cntint|^ .^ In this case gold stocks 
need not be kept ; maintenance of sufficient 
balances with foreign banks^serves the purpose. 
This system was first adopted by Holland in 1877. 
Austria-Hungary, India and several other countries 
adopted it later on. 

Merits of Gold Bullion Standard over 
Gold Currency Standard. Gold Bullion Stand- 
ard has certain merits over both Gold Currcnc) 
Standard and Gold Exchange Standard. Let us 
compare it with Gold Currency Standard first. 
As pointed out by R. G. Hawtrey, “Gold coin is 
in fact an imperfect application of the gold 
standard Its use leads to uncertainty and varia- 
tion*^ In its nominal gold value through the imper- 
fection and the wear and tear of coins." Gold 
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Bullion Standard, on the other hand. Is also eco * 

nomical firstly^ inasmuch -as-4b«-costj(rf 

thej:;nins ia saved, secondly, because there is ^ o 
loss due to wear^andT tejr. a^fi because 

under this system a lesser qu^iRly oT^ gotdh is 
r eq uireJ'T)y eacE'lfountry^|2^3S®^®^ 
r^cy _Staniardr'TtJi_also to 

ihejihoyfi 

a^j.^qld standj^d of this ty. p-^ thaq_that of the 
Currency type. The quantity ^oljpld thus 
saveSTBy^each'^ nation also yields to it an income 
from investment. Over and above all, it is' also 
a decided fact that gold in reserve is more useful 
for stabilization of exchanges than gold in circula- 
tion* It was due to these merits of Gold Bullion 
Standard over Gold Currency Standard that U. K. 
adopted it in the post-war period. 

its merits over Gold Exchange Standard. 

Though Gold Exchange Standard possesses all 
the above advantages of Gold Bullion Standard, 
It falls short of it in respect of confidence. This 
in itself is awfully deplorable as it checks the 
development of banking and investment habits. 
All the savings, under the circumstances^ are 
hoarded in the shape of precious metals. As a 
result of this, production suffers from the lack of 
the supply of capital, or else the resources of the 
country are exploited by the foreigners. Condi- 
tions in our own country can be cited as an 
illustration. 

Q. 70* are the essential features of d 

pucca 1 " Why did it ’■'‘tfteak 

dowh in the past } Uk 

revival even in a modified form ? (U. P. 19S7J 

4 . Eatential featurea. The essential 
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ijtures of a pucca or complete bi-metallic system 
or Double Standard are three in number: (1) Free 
coinage of both gold and silver, (2) unlimited legal 
tender characteristic of both gold and silver coins, 
and (3) a fixed legal ratio between them. 

Why did it break down in t he past ? The 

system broke down in the past because a fixed 
legal ratio could not be maintained between gold 
and silver coins for any considerable period, due 
to variations in their relative value as bullion in 
the market, where they exchange for each other 
like ordinary commodities. The divergence bet- 
ween the two ratios led to the operation of the 
Gresham’s law and overvalued naet al drove 
the under-val ue d f ro ngujcl^^ In pracTIceT 

t^^e^ef5re^ol^^ the greater proportion 

of the circulating media of exchange, as is shown 
by the currency history of bi-metallic countries. 
Let us, first of all, take the United States of 
America which adopted bi-metallism in the last 
decade of the eighteenth century at the ratio of 
15: 1. With the change of ratio in the market 
to 15J : 1 ^he over-valued silver began to drive 
the under-Talued This 

cont^^TOea*'*^ the mint ratio w3§“*ehaftigeJ to 

f 6 : 1 . But as this ratio was also different from 
he market ratio which remained at 15i : 1, the 
operation of Gresham’s Idw could not be stopped. 
It, however, began to work in another direction. 
4,5 gold h ad since the n become overvalued, it 
drive silver- irbm' cittnriatibn thence 
if we look at the history of 
curtfehey in France— another of the most impor- 
tant bi-metallic countries— we find same things 
happening there too. Sometimes gold and some- 
times silver whichever Was over-valued formed 
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the main circulating media of the country. Hi- 
metallism is thus, as has been f)ointed out by 
some, an alternating standard, 

^ack of international cooperation. Na- 
tional bi-metailism, being out of question due 
to the operation of Gresham’s law, possibilities of 
an international bi-metallism through international 
cooperation were exploied at the end of the 
nineteenth century. Conferences of the important 
nations of the world were called at Haris, and 
Brussels in 1878 and 1892 respectively with this 
end in view. But as these failed the fate of 
bi-metallism was sealed as it seems for ever. If 
good sense prevails, and international cooperation 
is secured, there may be possibilities of its revival 
in some modified form in future. 

Q, 11, do you understand by Hi-mdal* 

lisfn ? U is it likely Jo 
succeed '? What are its advantages ? (Calcutta, 
1937), 

A, Meaning of bi- metallism. Bi-metallism 
is the term applied to a system of currency wherein 
there are two principal coins —one of gold and 
another of silver. Its essentials are : — 

0) Free coinage of both. 

(2) Unlimited legal tender characteristic of 
both, And 

(3) A fixed legal ratio between thi'm. 

Impossibility of the maintenance of a fixed 

legal ratio between them. The system could 
not be prevalent for any considerable period in 
any country due to theJ^ilxissMit^^pf the main- 
tenattcs©- ““of a fixed legal. between "them -for' 
any considerable length of time because of the 



meaning op MONSTABY STANDAEDS 21 


narket variations in their relative value as bullion. 
When onp-^ogtaJ cheaper in comparison 

otheiTj^jC^esb^ ihlt£®OTl^ 
begin|t>ft«^^ an3"^5v€frated * coins ^bini of 
:h'6lper mSsEth^fiVig ''undetrate3 coins (coins oi< 
dcareFTTiml) out of circulation. The best illustra- 
tion of this can be had from the currency history 
of France and U. S. A. when they were on 
bimetallic standard. In fact, there was in these 
countries an alternating standard under which 
sometimes coins of one metal and at others 
coins of another metal formed the largest portion 
of the circulating media, according as they were 
over-rated or under-rated. 

CoDditiocii under which bimetalliBm can 
succeed. From the above, it may be concluded 
that this system can succeed only if tjaere is an 
automatic check to the operation of 'the Gresham^s 
law wKiclT is again possible only if there is an 
international bimetallism. In international bimetal- 
lism all or most of the countries of the world will 
fix by law the relative value of the two coins as 
money. Their relative value as metal will also be 
fixed in the bullion market of the same world. In 
this case, when there is a variation in the two 
values, that is as money and metal, of gold and 
silver there is a corrective which works automati- 
cally through the open mint. If silver as metal 
depreciates and gold as metal appreciates which 
is the same thing as silver appreciating and gold 
depreciating as money — silver coins will be minted 
into currency and gold coins melted into bullion. 
This process will go on all over the world on an 
extensive scale, all or mogt of the countries having 
bimetallism. But this will lead to a great increase 
in the demand for silver to be used as money, thus 
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substantially reducing the supply of silver as^ 
metal. On the other hand, by the melting of 
gold coins, the supply of gold bullion will 
substantially increase. Thus the diminished 
supply of silver as metal and the increased 
supply of gold as metal will raise the value of 
silver in terms of gold. Therefore, the former 
depreciation of silver and appreciation of gold, 
which started the process of minting silver and 
melting gold will be corrected. The process of 
correction will continue till the relative value of 
gold and silver as bullion is brought back to the 
same position as their relative value as coins. 
This is known as the compensatory action of 
bimetallism. This does not operate in national 
bimetallism because the additional demand of the 
depreciated metal for purposes of minting and the 
additional supply of the appreciated metal by 
melting, being confined to one or few countries, 
cannot affect the supply of the metals in the world 
market as much as in the case of international 
bimetallism where the area, over which the opera- 
tion of such melting and minting goes on affecting 
the supply of metals, is practically co-extensive 
with the area, the whole world, in which the 
relative value of the metals as bullion is deter- 
mined. 

Advantagea of bimetallism. Bimetallism 
and specially the international bimetallism which 
does away with its only disadvantage, uiz., that of 
the divergence in the mint and market ratios of 
the two metals has certain advantages. They may 
be given below : — 

(1) Joint supply of both gold and silver will 
enable the quantity of money based on them to 
be equal to its requirements. 
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I (3) Thrir annual joint production will keep 
pace with the annual progress of the people and 
thus have a steadying effect on prices. 

(3) Their common use will lead to the prospe- 
rity of silver producing and bolding countries as 
well, which have, for so long, been suffering due 
to the undue and capricious preference given to 
gold by human beings for its employment in the 
ff>rni of money. 

One more advantage was claimed for it which 
has, however, fallen to the ground since the 
abandonment of silver standard by China. It was 
that it will open the markets of this important 
country for all those adopting this system, 

Q. 12* What do you understand by bimetal- 
lism ? In what way wis it expected to solve the 
currency problems of the world in the last quarter 
of the nineteenth century ? 

A* An answer to this question can be given 
with the help of the answer to Q. No. 10. 

Q, 13, 'Gold Bullion Standard not only pos- 
sesses all the essential features of Gold Currency 
Standard but it has several advantages over the 
latter' Explain fully this statement, (U, P, 1937) 

Essential features of Gold Currency 
Standard. Gold Currency Standard has certain 
essential features, e.g., (1) Currency in circulation 
consists of gold, for the free coinage of which mint 
is open to the public. (2) There is no restriction 
on the export and import of gold. Gold Bullion 
Standard also possesses these essential features, 
with the only difference that the currency does 
not consist of gold. , Instead, it is exchange- 
able with a fixed quantity of gold. Evidently, 
it does not matter tnuph whether the currency 


Stjadyltii 
effect On 
prices. 


Prosperity 
of silver 
producing 
and holding 
countries. 


Two essen- 
tial features 
of gold cur- 
rency stand- 
ard. 


Gold Bul- 
lion Stand- 
ard posses- 
ses the same 
features 
with a 
difference* 



u BAmim MiDi^SASY 

This differ- consists of gold or of something else provided r 
\m^ 0 T- exchangeable with gold, as money is not an enc 
tiuice* in itself but a means to an end, and anything 
which is exchangeable with goods will serve tb( 
same purpose as gold A pound note purchases 
Hhrstmtion* 3S much as a sovereign so long as it is exchange- 
able with sovereign or gold contents of sovereign. 
From 1926 to 1931 during the regime of Gold 
Bullion Standard in England a pound note had the 
same purchasing power as a sovereign or gold 
contents of a sovereign. 

Gold Bullion Standard has certain ad» 
vantages over Gold Currency Standard* 

Gold Bullion Standard has some advantages over 
Gold Currency Standard. (1) Cost of minting is 
saved — cost of printing notes (the currency which 
Six points of gold coins) is lower than that 

ot advan- of minting. (2) Loss due to wear and tear of 
tases. jg avoided. (3) Gpld in reserve is more 

useful for strengthening exchange rate than gold 
in circulation. (4) Economy of gold^ a lesser 
quantity of gold in reserve against currency is 
required than that of gold in circulation. (5) Be- 
cause of the economy of gold, a larger number of 
countries can adopt gold standard of the Gold 
Bullion than that of the Gold Currency type. 
(6) Gold saved can be invest^ and thus becomes ' 
a source ot income. But Gold Bullion Standard 
is good for only those people who have confidence 
in the authority issuing the currency. 1 his is, 
however, not possible under foreign rule. 

Q. 14, Mention the important differences bet- 
ween the Gold BidUon\ and Gold Exchange Stan- 
dards, indicating the merits of each ooer the 
other. {U.P. 1938) 

A. Differences. The following are the 



mj^im OF lIOHBf ART mKDABOS 9$ 

jimportant differences between the Gold Bullion 
end Gold Exchange Standards 

Gold Bullion Stand- Gold Exchange Stand- 
ard. ard. 

1. Internal currency L Internal currency 
is exchangeable with is exchangeable with 

gold for delivery in gold for delivery out- 

the country. side the country. 

I. Gold reserves are 2. Gold reserves are 
kept in the country. kept outside the coun- 
try. Credit balances 
with foreign banks 
also serve, if these 
countries have gold 
standard. 

Advantages of Gold Bullion Stani||itrd 
3ver Gold Exchange Standard. Gold IfJuJlion 

Standard has certain obvious advantages over 
Gold Exchange Standard, inasmuch as people 
have a greater confidence in currency. They do 
not hoard gold as they know that they can get it 
as soon as they have a desire t ) possess it. This 
provides a stimulus* tO Tov'estmeitt habit which, 
in its own turn, helps production. A country 

with Gold Exchange Standard may lose heavily 
in case the foreign banks holding its credit ba- 
lances suspend payment. This, in fact, is the 
greatest drawback of Gold Exchange Standard. 

Q. 15, Explain the difference between the 
pre-war gold standard and the modified gold 
standard adopted by most countries in the post- 
war period, (U. P. 1939) 

A, This question can be solved with the 
help of the answers to the previous questions on 

ihic tfihir. 


Confidence* 


Stimulus to 
investment* 


No danger 
of loss. 



BANKING MADV'BAS'^ 


Features ot 
Gold Cur- 
rency Stand- 
ard. 


Features ot 
G.B S 


Features of 
G. E. S, 


Neither of 
the three. 


Q. 16. Distinguish ftdly between (a) Gold 
Standard (b) G(dd Btdlion Standard (snd (o) 
Gold Exchange Standard, What standard do 
you have in India at present ? (U* 1940.) 

A. Gold Standard, {a) Gold Standard 
here means Gold Currency Standard, wherein gold 
acts botL ^ .a. medium o£ an4^^as a 

measure of value. That is, gold is coined freely 
arid coins ot gold are standard coins. They cir- 
culate. Paper notes, it any, are convertible into 
them at the option of the holder. 

Gold Bullion Standard. (6) Gold Bullion 
Standard is a form of gold standard wherein gold 
is a measure of value and not a medium of ex- 
chln]ge» That is gold coins are not coined, and 
d^ot circulate.* Their place is entirely taken by 
paper money or token coins of baser metals. 
These'*are, however, exchangeable with gold at a 
fixed rate. 

Gold Exchange Standard, (c) Gold £x^ 
change Standard resembles Gold Bullion Standard 
inasmuch as here also the circulating. m^ ia dpes 
no ^coQ s ist of gold. It consists in the same way 
oTp^r monev or token coins of baser metals. 

these are exchangeable with gold only for 
foreign delivery. Obviously, under this system, 
currency is inconvertible except for the purposes 
of foreign payment* 

Standard in India. We have got at present 
none of the above standards in India. Gold coins 
do not circulate. Nor is the internal currency ex- 
changeable with gold for delivery anywhere. 
We have, in their stead, what is known as Siding- 
exchange Standard. This is a standard 'wEerein 
internal currency is exchangeable with stei|fOg at 
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Bxed rate* Sterling is British currency and was 
formerly exchangeable with gold. So long as this 
was so there was truly speaking, no difference 
between Sterling Exchange Standard and Gold 
Exchange Standard. It is, however, not so at 
present. 

Q, 17. Explain fully the difference between 
Gold Standard, Gold Bullion Standard, and Gold 
Exchange Standard. {U. P.— 7942 ) 

A. For an answer to this Q.,1 please refer to 
the answer to Q. No 15. 

Q. 18. Explain Gold Exchange Standard, 
fully discussing its advantages and disadvan* 
tages. Do you think that the world should adopt 
it after the present war as a part of the monetary 
reconstruction scheme ? Give reasons. (U. P. 

ms.) 

A. Gold Exchange Standard. Gold Ex- 
change Standard is a system of currency wherein 
the circulating media does not consist of gold 
currency. It m^jT^consisT oT ' pipsr'tncmey, and 
cblha of other metals than gold. This currency 
is exchangeable with gold for delivery in a 
foreign country. In this case, gold stocks 
may be kept in various foreign countries or 
only bank balances may be maintained in them 
provided they are prepared to offer gold in case of 
need. This system was first adopted by Holland 
in 1877 and then by Russia and Austria-Hungary 
in 1S92 India**^ and several other countries 
adopted it later on. Besides, this was the standard 
which was adopted after the war of 1914-lS by 
those countries of central Europe whose currencies 

•But India was the only country which adopted it In a 
complet^form. 
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had to be entirely reconstituted due to their > 
bottomless depreciation. In fact, it was recom- 
mended at the Genoa Conference of 1922, and its 
fundamental principles may be said to have 
affected all monetary systems during the last 
twenty years. 

Advantages. (1) This standard has the ad- 
vantage of being an economical standard. Paper 
money and coins of other metals than gold, which 
are in circulation in this case, provide cheap 
currency. In their case, loss due to wear and tear 
is almost negligible. There is bound to be some 
saving in the cost of printing and minting as well. 
Finally, a lesser quantity of gold is required by 
each country under this standard than under gold 
currency or gold bullion standard. 

(2) Ii is also obvious that due to the limited 
requirement of gold by each country, a larger 
number of countries can adopt gold standard of 
this type than of the gold currency or gold bullion 
type. 

(d) The quantity saved by each country yields 
an income from investment. 

(4) ‘Gold com is, in fact, an imperfect applica- 
tion of the gold standard. Its use leads to uncer- 
tainty and variation in its nominal gold value 
through the imperfections and wear and tear of 
coins’ Hence, gold exchange standard is advan- 
tageous over gold currency standard from this 
point of view as well. 


Gold 
available 
for the 
stabilisa- 
tion of 
exchanges. 


(5) Under gold currency standard, gold being 
in Use may not be available for the stabilisation of 
exch inges. But under gold exchange standard, it 
will be so. This is, therefore, an extra advantage 
of the latter standard over the former. 
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Disadtrantage*. (1) Gold exchange standard 
forms short of both the gold currency standard 
and gold bullion standard as far as the question 
of confidence is concerned. 

(2) As a result of the above fact, it checks the 
development of banking and investment habits. 
All the savings, under the circumstances, are hoard- 
ed in the shape of [irecious metals* 

(3) As a consequence of the above, produc- 
tion suffers from the lack of the supply of capital, 
or else the resources of the country are exploited 
by foreigners. Conditions in our own country can 
be cited as an illustration. 

i4) Gold exchange standard is not automatic. 
Under an automatic system of currency, e.g., 
(1) gold currency standard, when gold in 
circulation is in excess of the needs of trade, 
excess gold in circulation is melted down or ex- 
l)orted, and (2) gold bullion standard, when 
currency in circulation is in excess of gold, it is 
tendered to the Government and gold obtained 
instead. Under gold exchange standard also, 
it may be supposed that currency in circu- 
lation would be reduced when it is tendered 
in exchange for the delivery of gold in a foreign 
country. But it depends on the will of the Govern- 
ment which may reduce the currency by the full 
amount of the gold sold or by a smaller amount. 
This was the case in India, during the regime of 
gold exchange standard as is evident from the 
Report of the Indian Currency Commission 1925 
which refers to the ‘absence of contraction 
on occasions when the* currency authority has 
had to sell sterling exchange.* 

(5) Gjld exchange standard is not elastic, i.e., 
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it does not make a provision for an iporem in 
itisinefas* currency in busy seasons and times of SaaackI 
crisis. When crops have been harvested and are 
moved, there arises an increased demand for 
currency which can, however, be not ordinarily 
met without their bein<^ exported. No doubt a 
remedy lies in the increase of credit instruments 
and paper money on their basis. 
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Adoption of the gold exchange standard 
as a part of the monetary reconstruction 
scheme after the present war. A huge 

amount of money is being spent up during the 
present war hv .ilmobt every country and this is 
made possible only by \n unlimited issue of notes 
which are surely inconvertible at least for the 
time being though thty cannot remain so for 
ever. After the cessation of hostilities, inter- 
national trade must develop and this requires the 
world currencies to be based on something con- 
crete. No doubt, several schemes of currency 
management without the use of gold have 
also been suggested from time to time. But 
they h ive their own limitations, and it can be 
said with certainty that the basis of future mone- 
tary structure must remain gold. The preference 
of the public for it is deeply rooted. The ques* 
tion is, however, what form this basis will take. 
Of course, it cinnot be the gold currency form. 
The only alternatives are then gold bullion and 
gold exchange forms. Of theie gold bullion form 
is, as we know, preferable to gold exchange form 
specially if we lake the paint of confidence in 
view. Hence, it may he concluded that the 
adoption of the gold exchange standard as a pirt^ 
of the monetary reconstruction scheme after the 
present war is just possible. Some of the conn- 
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^/es may adopt gold bullion standard hdt all can- Mx^ 
not do so. They shall have to be content with 
^ gold exchange standard only. ik>sstlffe* 

Q, 19. What is the difereme betvmn (•) 
gold bullion standard and gold standard with 
gold coin in circulation; (ii) gold exchange 
standard and gold standard ? {Allahabad 1941) 

A. (i) Differences between gold bullion 
standard and gold standard with gold coin in 
circulation. 

Gold Bullion Standard Gold Standard 

(1) Gold coins do not (1) Gold coins circulate, 
circulate. 

(2) Internal currency (2) Internal currency 

consists of paper consists of gold coins 

notes or coins of or paper money conver- 

some other metal tible into gold coins, 

than gold. 

(3) Internal currency (3) Internal currency 

is convertible into consists of gold coins or 
gold bullion. paper money convertible 

into gold coins. 

(4) Gold is only a mea- (4) Gold is both a mea- 

sure of value and not sure of value and a 
a medium of exchange, medium of exchange. 

(ii) Differences between gold exchange stand* 
ard and gold standard. 

Gold Exchange Standard Gold Standard. 

(1) Gold coins do not (1) Gold coins circu- 

circulate. late. 

(2) Internal currency (2) Internal currency 

consists of paper money consists of gold coins 

and coins of some and paper notes con- 
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iDetal other than gold. vertible into gold 

coins. 

(3) Interna) currency is (3) Internal currency 

convertible into gold consists of gold coins 
for foreign delivery. and paper notes con- 

vertible into gold 
coins. 

(4) Gold is only a mea- (4) Gold is both a mea- 
sure of value and spe- sure of value and a 
cially for foreign tran- medium of exchange, 
sactions and not a me- 
dium of exchange. 

APPENDICES 

1 

SHORT NOTES 

Limping Standard. It is an imperfect 
form of bimetallism. Under a limping standard, 
two metals are unlimited legal tender but onlv the 
dearer metal has free coinage. It existed in 
France and U. S. A, before the war. In these 
countries both gold and silver coins were unli- 
mited legal tender but only gold coins had a free 
coinage. Silver was over-rated, and hence under 
a perfect bi-metallic standard, where mints would 
have been opened for Us free coinage also, it 
would have driven gold coins out of circulation. 
So in order to check the operation of the Gre- 
sham\ law, It Ix'came neceSbary to close the mints 
for Us free coinigc. 

Mint Price. It is the price which mint is 
pre[>ared to gi\r for a fixed quantity of gold under 
gold standard, and of silver, under silver standard, 
in terms of the currency. British Mint, before 
Britain went off the gold standard gave for 1 
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standard ounce of gold £3*l7-10Jd. Similarly^ 
Indian Mint was prepared during the years 1927- 
31 to give for gold, in the form of bars containing 
not less than 40 tolas, Indian currency at the rate 
of Rs, 21-3-10 per tola of fine gold* 

Devaluation. It is lowering down the 
metallic contents of the currency in circulation. 
In case it consists of only paper notes, it rnean|. 
lowering down its value in metal or foreign" 
currency. If rupee were to be valued at Is. 4d. 
instead of Is. 6d., it would mean devaluation ojh 
rupee. ^ 

Parallel Standard. Whenever it is tliought 
desirable to keep gold and silver coins perma- 
nently in circulation side by side, their value m 
terms of each other is not fixed by the mint auth-j- 
rities. It fluctuates according to the conditions 
in the market. This sort of standard is known 
as Parallel Standard. England had this standard 
from 1663 to 1816. There is, however, a serious 
shortcoming of this standard, viz,^ people have to 
find out the value of one com in terms of another 
from the market. 

Dollar-Exchange Standard. This is a 
standard , resembling sterling exchange standard 
with the only difference that the value of the 
internal currency in this case is fixed in terms of 
dollar, and it is exchangeable with it. Philipines 
had this standard before Japanese occupation m 
the present war. 

Paper Currency Standard. This is a 
standard wherein paper currency circulating in a 
country is convertible neither with any metal nor 
with any foreign currency according to law. Its 
value depends upon its volume We have got 
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this form of currency at present in a number of 
countries. Its value is very precarious as it 3e-. 
pends upon the vvill of the issuing authority. 

Tabular Standard. In case, the value of 
inconvertible paper currency in circulation is kept 
steady in terms of other commodities, it is known 
as Tabular Standard. Index numbers are prepared 
and the volume of currency is kept in conformity 
with them. 

Compoait legal tender. It is very inconve- 
nient, nay impossible, to have all the coins of 
gold. Coins of small denominations which are 
absolutely essential for our everyday small trans.ic- 
tions cannot be made of gold, obviously due to 
their being reduced \o an inconvenient si/e. 
Hen:e, along with gold coins which form the 
principal media of circulation, there are also coins 
of other metals. These are subsidiary coins and 
help the princi[)al coins in settling transactions 
involving fractions. Such coins are minted only 
on Government account. They have the essentials 
of token coins. This system of currency is known 
as the composit legal tender system of currency. 

Compensatory action of the double 
Standard, Consult the lineb in connection with 
this marginal not^ in answer to Q. 11. 

Symetallism. This is a system un ier which 
the principal coin is made up of two metals mixed 
into one. It has never been adopted by 
any country in practice. This system was origin- 
ally suggested by Alfred Marshall. It does not, 
however, possess the necessary (juality of being * 
readily intelligible by the ordinary person. 
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II 

SlJPPLEMffiNTAaY QUESTIONS 

Q. 7. What is bi-ixietallism ? Describe its 
chi^jUadvailtages and disadvantages. 

A. This question can be solved with the help 
ot the answer to Q. 1 1. 

Q. 2, In what different ways is it possible 
to combine gold and silver in the currency system 
of a country. (Calcutta, B. A.) 

A. In answering this question bi-metallism, 
limping standard, parallel standard, sy metallism, 
and composit legal tender system shall have to tu* 
discussed. 



CHAPTER III 
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GRESHAM’S LAW 

Q. 1 9n State briefly Gresham's Law, indic<tf‘ 
ing the conditions and qualifications under xvhich 
it operates. Give examples (U. P, 1938) 

A. The law. ’Greshams Law’, accord- 
ing to Marshall, is that an inferior currency, if 
not limited in amount, will drive out the superior 
currency. 

Its operation. At first this seema^^'paradoxi- 
cal, as people in their self-interest generally 
choose good things and reject bad ones, but in 
case of currency they seem to behave differently. 
But this paradox is easily solved, if we look at 
the things rather minutely. Good currency and 
bad currency both have the same value as money 
within the country, but their value is (Afferent as 
bullion. The owner, under the circumstances, 
naturally puts the bad currency in circulation for 
making the payment, so long as it is not refused 
by others, and withdraws the good which is melted 
and sold as bullion or hoarded or used in arts or> 
exported in payments to foreign creditors who 
accept it as bullion. 

Conditioni. There are three conditions un- 
der which it operates:-- 

(1) Under inonometallitm. When old and 
worn out coins circulate together with newly 
coined full weight coins, the old and worn out . 
coins (bad cuirency) drive newly coined full 
weight coins (good currency) out of circolatioa 
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For example, duriag the reiga of Elizabeth when 
the mint at the London Tower driven by horses 
manufactured new coins, they were soon found 
to have been driven out of circulation by the 
old coins which were much worn out and depre- 
ciated. 

(2) Under bi^metaliism. When coins of two 

metals with a fixed legal ratio between them 
circulite together as standard coins and there 
is divergence between their mint value and market 
value in terms of each other, over-rated coins 
I bad currency) drive under-rated corns (good cur- 
renc)') out of circulation. The best example of 
thii cm be hid the currency history of 

France and U. S, A., when they were on bi-metallic 
riUndard. In fact, there was in these countries 
111 altera iting stand ird under which sometimes 
:oins of one metal and at others com > of another 
metal fc^nned the 1 irgest portion of the circulating 
nedu, according is they were over-rated or under- 
‘atedl 

(3) Under depreciated paper currency. 

vVhen depreciated .paper currency and metallic 
:urrency circulate together, paper currency 
bad currency) drives metallic currency (good 
:urrcnc\ ) out of circul ition. A very goo 1 
ixample of this is provided in the currency his- 
tory of European countries during the Great 
Europe.n War of 1914-18. We know that gold 
sovereigns during this period were driven out of 
circulation from United Kingdom. The same 
happened with gold Marks of Germany. 

Quafificationa or limitationa. In Marshall's 
statement of Gresham s Law as given above, there 
is an important phrase, namely, ‘if not limited in 
amount.’ Others have used the phrase, ‘other 
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things being equal* to denote the same idea. The 
use of either of these phrases indicates that this 
law like other laws of Economics is true only 
under certain conditions— two of which are very 
important. The first is that the supply of currency 
of both kinds is in excess of the demand. In case 
this is not so. and the trade is so large and brisk 
that the whole currency, good and bad, is required 
or falls short of the requirement, bad currency 
will not drive good out of circulation. Secondly, 
public Opinion should not be opposed to the use 
of both good and bad coins at the same time. We 
know that during the post-war period people being 
opposed to use depreciated currency. Great Britain 
had to make it good as soon as possible by stabliz- 
ing -it. Besides, if one of these is limited legal 
tender, or is not allowed free coinage, the law will 
not operate. 


APPENDIX 


SUPPLRMICNTARY QUESTIONS 

Q. 7 Comment on the statem^^nt : ‘Bid money 
drives good money out of circulation*. 

Please refer to the answer to question 19. 

Q. 2. ‘Bad money drives out good money*. 

Explain 

(a) What do you understand by ‘bad money* 
and ‘good money*; 

ib) how and in what circumstances bad money 
drives out good money ? {Calcutta, 1938) 

A, This question can be answered the 
heln of 0. 19. 



CHAPTER IV 


DETERMINATION OF VALUE 
OF MONEY 


Q. 20. State and explain fuUy the Quantity 
Theory of Money. Hlwstrate your answer with 
suitable examples. (U.P. 1937) 

A. The theory in its held form. The 

vjlue of money like that'of any other commodity, is 
determined by its supply in relation to demand. 
Economists have, however, a distinct theory 
.about it, namely, the Quantity Theory of Money. 
Stated in its bald form, it is “Other things being 
equal, value of money varies exactly in inverse 
proportion to its quantity in circulation.” For 
example, if the quantity of money in ciiculation 
is doubled, its value is halved, and if the quantity 
is halved, its value is doubled. This is, however, 
not so with the value of other commodities. In 
their case, though an increase in supply brings 
about a fall in their value .ind vice-versa, it does 
not necessarily mean that the change is in an 
uniform proportion. But in the case of money it 
means so. 

Importance of the phrase ‘other things 
being equal’. The phrase ‘other things being 
equal' is very important. It comprises a number 
of assunjptions. These are : (1) that the legal 
tender money is the only form of money in use, 
(2) that there is no change in the velocity of cir- 
culation of money, (3) that there is no hoardingi^ 
the whole of the money is in circulation, (4) that 
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all the goods are exchanged through money, (5) 
that there is no credit system, and (6) that the 
rate of circulation of goods has also not changed. 
Over and above these assumptions, it is also taken 
for granted that there have been no changes in 
production, rate of exchange and population. 
These ass uhnpt ions are, however, not in accordance 
with the actual facts. Tn the present dynamic 
state of society, they cannot be true. 

Recent enunciation of the theory. Recent 
writers have, therefore, after making allowance for 
these facts, enunciated it as follows : “The general 
level of prices tends to vary directly in proportion 
with the quantity of money in circulation and its 
rapidity {i, e., its supply) and inversely with the 
activity of exchange {L e.. the demand of mone}^ 
indicated by the number of goods exchanged 
multiplied by their prices.*' Here the word ‘tends* 
is verv significant. In fact all the economic laws 
show tendency. They are not exact, The same is 
the case with this law also. 

Its mathematical expression. We have 
got a mathematical expression of the theory. It is 
in the form of an equation whose cfrie side repre- 
sents goods and the other money. Professor Irving 
Fisher has stated it as follows : 

PT= MV+Mi V< or P = - 

Where P means price-level ; T, the volume of 
transactions ;M, quantity of money in circulation ; 
V, velocity of money in circulation ; quantity 
of credit money in circulation, and V>, velocity of 
credit money in circulation. Here an attempt has 
been made to explain the meaning of the phrase 
‘other things being equal’ by including the velo- 
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city of circulation of money, the quantity and 
^H^Jocity of circulation of credit money, the oondi^ 
tion of trade and the amount of* business done. A 
change in any of these factors affects the general 
level of prices. 

Professor Chapman has reversed the formula by 
making P to stand for the purchasing power of 
T 

money, e. g., P= M V+M-yi ‘ . 

rect as the purchasing ‘power of money varies 

directly with the total of commodities. 

(J. 2L Explain the Quantity Theory of 
Money, and indicate its Imitations. ((/. P. 7.7JP). 

A, Explanation of the Theory. Quantity 
Theory of Money lays down the relation between 
the general level of prices and the supply of 
money. In fact, price of every commodity is 
dependent upon its supply and demand. But in 
the r ise of money, it is said that the changes in 
the supply of money bring about an exactly 
proportionate inverse change in its purchasing 
power. This is, however, true provided other 
things remain the same. These other things are 
(i) rapidity of the circulation of money, {ii} total 
transactions and number of commodities, {Hi) 
investment habits of the people, etc. The term 
Muoney here includes all money-legal tender and 
otherwise. 

Limitalions, But it is not possible for other 
things to remain the same. We live in a dynamic 
world where static conditions cannot be found in 
any s[)bere. With every change in the supply of 
money, rapidity of its circulation changes. Even 
without a change in the supply, rapidity cannot 
remain the same. Besides^' total transactions and 
number of commodities are subject to fluctuations. 
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In fact, with a change in the supply of money, 
there is sure to be a change iu total transactions and^ 
number of commodities. Increased supply of 
money in itself is a stimulus to production and 
vice-versa. Habits of people too change. Educa- 
tion and travel all develop our outlook. 

The exactness of the theory cannot be 

tested. We cannot at any time measure the 
quantity of money in circulation. Nobody can 
say as to how much of the issued currency has 
been hoarded or destroyed. The quantity of credit 
money i*? still difficult to be measured. Rapidity 
of circulation can also not be determined with any 
exactness. Then, the fact as to how many of 
the transactions have taken place with the help of 
money and how many without is not possible to 
be known. The exact number of the goods 
exchanged and the transactions having taken place 
too cannot be found. 

Because of all the-^e difficulties, there are 
many who say that the theory is abstract. Us 
discussion is of no practical importance. But in 
fact, this is not so. This theory is of much 
importance, inasmuch as it tells us at least one 
of the main reasons of price fluctuations. They 
can be avoided to a very great extent by 
controlling the supply of money according to the 
demand for it. The theory has shown us a path. 

0, 27 (<z). State and explain fully the QuantUy 
Theorv of Money and indicate Us limitations. 

(U. A 1940) 

A. Refer to previous Qs. on this topic. 

Q. 22. The qmntUy theory of money fs a 
dowdy truism ? Explain the theory carefmty, and 
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examine the vie^ expressed in the quoMim. 

(Caicum, 1037) 

A. For explanation of the theory, please refer 
to answer to Q, No. 21. 

The statement — the quantity theory of 
money is a dowdy truism— is true inasmuch 
as the theory holds good only under certain 
limitations which are not included in the wordings 
of the theory. The limitations are : — 

Note Students may state limitations from 
answer to Q. 21. 

Q 2 'The value of money ^ like that of 
other things^ depends on the conditions of demand 
for it and on the quantify of it available.' Discuss. 

{Calcutta, 1940) 

A. Refer to previous Qs. on this topic. 

Q. 24 Explain the quantity theory of money, 
and indicate its limitations, {U. P, 1942) 

A. Refer to previous Qs. on this topic. 

Q. 25. State, explain, and criticize the Quanti- 
ty Theory of money. (Allahabad, 1943) 

A. Refer to previous Qs. on this topic. 

Q. 26. The elasticity of demand for money 
is equal to unity. Do you agree with this view ? 
*Vive reasons for your answer. (Allahabad, 1942.) 

Explanation of the ttatemeot : The 
elasticity of demand for money is equal to 

unity.’ The elasticity of demand for money is said 
to be equal to unity when demand for money chan- 
ges proportionately with a change in its purchasing 
power. Thus, if purchasing power of money 
becomes double, the demand*^ for it becomes half ; 
if purchasing power falls by 50 per cent, the 
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demand rises by the same percentage. Here, the 
total number of commodities purchased alvyays^ 
remains the same irrespective of the fluctuations 
in the purchasing power of money. 

la the elasticity of demaad for money 
really equal to unity ? In order to answer this 
question we have to analyse the quantity theory of 
money. According to this theory, if there are one 
hundred rupees and one hundied commodities, price 
of each commodity is equal to rupee one. If. ho.v- 
ever, the quantity of money is doubled, the number 
of commodities remaining the same, price is also 
doubled. Now, in order to say tliat the elasticity 
of demand for money is re illy equal to unity, we 
may conclude that a rise in prices brings about 
a proportionate rise in the quantity of money, 
and there is no variation in the number of commo- 
dities. But this is not alsyiys so. First of all,* 
a rise in prices does not necessarily mean a rise in 
the quantity of money as well. The conclusion 
is wrong. Secondly, number of commodities also 
does not always remain the same. Usually, a rise 
in [irices is accompanied by an increased produc- 
tion. What is true of the results of a rise in 
prices is also true of a fall in prices. Hence, we 
may say that the statement : elasticity of demand 
for money is equal to unity is not true. 

Q, 27. Discuss the effects of fluctuations in 
the value of money oma) workers, (h) producerSy 
and (c) the state. (U. P. 1940) 

A. Meaning. Fluctuations in the value 
of money means rise or fall in its purchasing 
power. And as the value of money is measured 
in terms of commodities, it is said to have de- 
preciated if it buys less, and appreciated if it buys 
more. Rise and fall in prices are inverse to 
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depreciation and appreciation of money. Let us 
tfcw examine their effects. 

Workert. Rising prices are bad for workers. 
Their purchasing power is lowered and they are 
not able to maintain the same standard of livin ^ 
as they used to maintain before the rise. No 
doubt they try to get higher wages ; and they 
are successful in the long run But during the 
transition period they have to suffer. Besides, 
wages do not rise in the same proportion as prices, 
and hence they suffer to this extent. The harmonV 
ous relation existing between the labourers and 
the capitalists is also adversely affected. There is, 
however, one thing. Rising prices mav bring 
about reduction in unemployment, and thus 
improve the condition of the workers as a whole. 
Falling prices have just the opposite effects. 

Producers. Producers gain by rising prices. 
They find that they can sell their stock at higher 
prices than they could sell previously. This brings 
them m»ve profit. But this too is not lasting. 
The increased income is, in due course, shared by 
other factors of production also. As demand 
for land increases, higher rent is to be paid for it. 
Prices of raw materials also rise. 'Workers begin 
to demand more of money wages. Capitalists 
ask for higher rate of interest. But even after 
paying to all these, there is d larger gain to the 
producers as a whole, and so far as they are able 
to resist the demand of other factors of production 
for larger remuneration, they are gainers. Generally, 
producers get u larger share of the increased in- 
come than anybody els , and hence they are 
better off. But there is an evil effect of this also. 
It is that rising prices act as stimulus to pro- 
duction, and in the end result in accumulation 
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of a good deal of unsold stock Unfair distribu** 
tion of the increased income curtail the purchas;;^ 
ing power of the workers and hence lower down 
the demand. We know that every boom is follow- 
ed by depression, failures and ruin of many. 
Falling prices affect in an opposite direction. 

State. The effect of these fluctuations on the 
State is also very considerable. When there is a 
gain to producers, State’s income too increises. 
There is an increase in the income tax, excise, 
and other kinds of taxes. In our own country 
so far as rising prices give stimulus to produc- 
tion, the State gains in import duties also, as more 
machines are imported from outside. Then again, 
there is a gain to the State inasmuch as the 
spending power of its people rises up. We know 
that when we spend, we give a portion of it to the 
State indirectly. Falling prices affect the State 
adversely. 

Q. 28. Define money and show the effects of 
fluctuations in the value of money on {a) wor- 
kers, (6) producers, (c) investors, and (d) the state. 

(U. >. 1943) 

A. Definition of Money — See Q. 1. 

Effecta on fluctuation! in the value of 
money on {a) workeran, (b) producers, and 
(d) the atate— Refer to Q. 27. 

Effect! of fluctuations in the value of 
money on (c) investora. Investors, as a whole lose 
because money borrowed at a time when it bought 
more, is paid back at a time when it buys less. 
Interest payments on the same also become of less 
value than before. But if they share in profits 
as proprietors, they gain just as the producers 
gain. 
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Q. 29» Hoiio will you measure changes in the 
ffalue of money ? Explain the diffloubies of such 
measurement. Haw will you meet these diffi- 
culties ? (Calcutta, 1938) 

A, Measurement in the changes of value 
of monejr. Value of money is measured in terms 
of purchasing power. But the difficulty is that 
the prices of all goods do not rise or toli at the 
same time and by the same amount. In order 
to obviate this difficulty, we adopt the device of 
striking out an average of the changes in the 
prices ot different commodities and services, and 
this may take the form of numbers. An average 
of the prices of commodities at a particular 
period is alsp known as price level, and when there 
are a series of such price levels in the form of 
numbers, they are known index numbers. 

Definition of Index Numbere. Index Num- 
bers may be defined as numbers which represent the 
prices of a chosen commodity and more usually 
of a group of commodities at selected dates. 
They are prepared with a view to compare the 
prices of the same article or group consisting of 
certain articles over a given period. 

Their construction. We start with a base 
year. This year must be normal. Prices of com- 
modities in this year are taken as equal to 100. 
Let us suppose that there are four commodities, 
wheat, rice, sugar, and pulse. Price of one 
maund of wheat in that year is Ks. 3, that of< 
rice is Rs. 5, that of sugar is Rs. 8, and that of 
pulse Rs. 4. Let us suppose -that next year, 

£ rices of wheat, rice, sugar, and pulse become 
^9. 4, Rs, 4, Rs. 5, and Rs. 3 respectively. We 
will tabulate the figures as follows 
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Base year. 

Next year* 

Wheat 

Rs. 3-100 

Rs. 4=133f 

Rice 

Rs. 5=100 

Rs. 4=80 

Sugar 

Rs. K-lOO 

Rs. 5-62i 

Pulse 

Rs. 4-100 

Rs. 3 = 75 


4) 400 

5 


— 

4 ) ,!50 - 


100 



17 

87 ^ 


Index number in the luse year is 100 ; in the 
17 

other year, it is 87 Prices have thus fallen or 

say value of money has risen. 

Difficulties of this measurement and re* 
medies. But there are certain difficulties in this 
measurement, and these can be remedied as 
follows : — 


Base year 
should be 
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should be 
wisc.i 


(1) First of all, there is the difficulty of the 
selection of the base year. It must be a normal 
year and not abnormal. 

(2) Secondly, there is the difficulty of theselec- 
tion of commodities. A fairly large number of 
representative commodities should be selected. 
Qualities of these commodities should also not 
change in subsequent years. 
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(3) Thirdly^ there is the difficulty in the selec- ^ 

hon of prices. If wholesale prices have been 

once taken into account, only wholesale prices 
should be taken into account in other years as 
well. 

(4) Difficulties also arise due to the constant Constant- 
shifting of human wants. It has been observed human^ 
that articles of great importance in one period wants, 
lose their importance in another period and some- 
times cease to be consumed at all. A provision 

mu^t be made against this as well, 

(5) All articles are not necessarily wanted by 
everybody and perhaps in the same proportion. 

Hence, all index numbers do not hold good for 
all purposes. They must be prepared with a 
definite object in view, and should take into 
consideration the points affecting it the most. 

Weighted Index Numbers. While preparing 
index nurt^bers some statisticians give weight to 
the articles according to their importance. Index 
numbers so prepared are known as weighted index 
numbers. Supposing wheat, rice, sugar and pulse 
are consumed in the ratio of 8, 2, and 1, the 
Weighted Index Number table will be as 
follows ; — 

^ Base year. Next year. 

Wheat 8x100=800 8xl33J=1066l 

Rice 2x100 = 200 2x80=160 

Sugar 1x100=100 1x62^=624 

\PuIse 1X100=100 1X75=75 

12 12) 1200 12 12) 1364J 

100 113fS 
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The Weighted Index Number is, therefor^ 

Q. 30. Explain clearly the effects of inflation 
and deflation of the currency of a country upon 
different classes of its people. (Calcutta^ 1937) 

A, Inflation and deflation. When supply 
of money (including credit) relatively to the de- 
mand increases to such an extent that prices 
in getleral rise and purchasing power of the 
monetary unit decreases, the currency is said t® 
be inflated. Deflation is just the opposite of in- 
flation. 

Effects of inflation or a rise in prices 

The following are the effects of inflation or a 
rise in prices 

(1) Creditors as a whole lose, while debtors . 
as a whole gain. This is because money botrowed 
at a time when it bought more, is paid bac^| at 
a time when it buys less. Interest payments on 
the same also become of less value than before* 

(2) Agriculturists, manufacturers, wholesalers 
and retailers obtain large prices simply by holding 
their stocks which rapidly increase in value. It 
also stimulates production and hence increases 
employment. 

(3) Labourers and other persons with fixed 
incomes stand to lose. It has always been ob- 
served that wages and salaries do not rise at such 
times, if they rise at all, in the same proportion 
as the rise in prices. They lag considerably 
behind. 

(4) As a consequence of the above there arise 
social unrest and labour troubles. Strikes are very 
common during such periods. 
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(5) Consumers as a whole suffeTi as they are 
^required to spend more of their money to maintain 
the same standard of living as had been main* 
tained by them previously. 

(6) Producers find it difficult to compete in 
the markets of the world, as the cost of produc- 
tion which they are required to incur as a result 
of the rise in the prices of the raw materials and 
other articles and services used by.thenj, during 
the process increase appalingly. 

(7) Because of the rise in money income, people 
think themselves better off and disregard for a 
time at least the rise in expenses. The misleading 
prosperity felt by them undermines the economic 
life of the country and usually leads to thought- 
less extravagance. This is, in itself, deplorable. 

Effects of deflation or a fall in prices 

The following are the effects of deflation or a 
fall in prices 

(1) Creditors as a whole gain while debtors 
as a whole lose. This is because money borrowed 
at a time when it bought less, is paid at a time 
when it buys more. Interest payments on it also 
rise. 
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(2) Agriculturists, manufacturers, wholesalers 
and retailers obtain less prices and hence pro- 
duction and business activities suffer seriously. 

This in its turn, brings about 'Unemployment 

and results in disaster. It may also be, 

pointed out that of all classes mentioned above 

the first suffers the most. Reasons for it are not Producers 

far to seek. We know that (1) agricultural and traders 

commodities tend to decline in prices much more 

rapidly than other commodities, (2) as the time 

taken in the process of their production is considdr- 
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ably longer, the expenses incurred at the com- 
mencement at one price-level are not made goocL 
by the income yielded at the end at another and 
lower price-level. 

(3) Those with fixed incomes benefit, as their 
money incomes purchase a larger share of goods 
and services. It may, however, be said that the 
rates of remuneration in certain cases are reduced 
as well, but here again the fall is usually less than 
that in the prices. 

(4) Consumers as a whole gain but difficulty 
is sometimes felt when increase in unemploy 
ment leaves a good many of them without any 
income. 


Eifect on 
exports. 


National 
progress is 
checked. 


(5) Exports do increase, if there is no corres- 
ponding fall in prices in foreign countries. But 
more usually what happens is that trade barriers 
arc built to check the imports. 

(6) The position of the country as a whole is 
jeopardised, as national progress is checked. 
Falling prices, in fact, deaden the desire to venture 
and thus lead to human retrogression. 


APPENDICES 

I 

SHORT NOTES 

Velocity of circulation. If we represent the 
total annual expenditure on commodities in any 
community by E and the average amount of mone)' 
in circulation by M, it is hardly likely that the 
average amount of money in circulation, Le,, M is 
equal to E, the total expenditure. The same 
monetary unit is used a number of times to do 
the requisite amount of work. The capacity of 
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money to change hands repeatedly is called its 
^velocity of circulation. It may be calculated by 

E 

dividing E by M. Hence V 

M 

Depreciation. Money is said to have depre- 
ciated when its purchasing power falls. jSuppos- 
ing one rupee buys 20 units of commodities in 
general, if it begins to buy only 10 units it is said 
to have been depreciated. Rise of prices means 
depreciation of money. It is caused by inflation 
of money. Appreciation is just the opposite of 
depreciation. 

Reflation. When supply of money (including 
credit) is made to increase to bring prices to a 
former level, it is known as reflation. This is 
correctly speaking controlled inflation. Uncontrol- 
led inflition is dangerous. It may throw the 
whole economic structure of a country into dis- 
order. In it was the evil odour about inflation 
which forced the people to call this remedy as 
reflation. This term was first used in U. S. A. in 
1931 when the object was to increase the price- 
level to that of 1929. But the scheme met with 
a strong opposition and finally had to be aban- 
doned owing to a defect in the legislation and a 
decree of the Supreme Court. 

II 

SUPPLEMENTARY QUESTIONS 

Q. 7. State in simple form the Quantity Theory, 
©f Money making clear the hypothesis under 
which it is true. (Delhi, B. A,) 

A. For an answer to this question please refer 
to first three paras of answer to Q. 20. For the 
discussion of hypothesis, the significance of the 
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phrase 'other things being equal’ shall have to be 
discussed. 

Q. 2. What is an index number ? Explain care- 
fully the method of constructing a simple index 
number. What precautions should be taken in 
preparing the same ? (Agra, B. 

A. Please refer to Q. 29. 



CHAPTER V 


PAPER MONEY 

ITS KINDS, ADVANTA(^K8 AND DISADVANTAGES.] 

Q. 3h Mention the effects of an issue of in^ 
avertible paper money. What is its chief evU, 
znd how can this be avoided ? (U, P. 1936) 

Inconvertible Paper Money. Inconvertible 
Paper Money consists of such notes as are not 
:apable of being converted into coins or bullion 
or foreign exchanges by law. They circulate 
jue to the force of law or confidence in the 
issuing authority or both. 

Its effects. The first effect of the issue of 
inconvertible paper money is to drive metallic 
money out of circulation. It is either hoarded or 
melted. In case, however, the amount of the 
paper money issued is less than the requirement, 
it also remains in circulation. But in the long 
run, as is evident from the currency history of the 
various countries, the amount of the notes in* 
creases, and the total currency becomes larger 
than the requirement. Next, if the intrinsic value 
of the metallic currency is less than its face value, 
it remains in circulation so long as the value of 
the paper money does not fall below its intrinsic 
value. If there is no force of Jaw the metallic 
money under both these circumstances commands 
a higher value than the paper money. To use an 
economic term it acquires a premium. There is 
duplication of prices— one in metallic money and 
the other in inconvertible paper money. Market 
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quotations being, however, in terms of the latter, 
there is an all round rise in prices. This leads to, 
a boom ^ in production and trade, high profits, 
speculation and loss to the labourers, consumers, 
creditors, and people with fixed incomes. As 
foreign payments are made in gold whose price 
rises, foreign exchange rates also rise. 

Ita chief evil. From the above discussion, 
it is clear that the chief evil of an inconvertible 
paper money is its over-issue. The business of 
note issue is either in the hands of the Government 
or the Central Bank. It has, however, been the 
experience of the people that there is always a 
danger of over-issue present more in case of the 
Government issue, as it is influenced by its own 
financial needs and is not subject to any control. 
Bank issue is, therefore, a safeguard, particularly 
due to the supervision of the Government. Besides, 
maximum amount of note issue must be strictly 
controlled with a view to keep the prices steady. 
Index numbers can help in this direction. As 
soon as they show a rise, extra currency must be 
withdrawn from circulation. 

Q. 32* How does the issue of inconvertible 
paper money in a country a feet the value of its 
currency in terms of (a) ^old, (b) goods^ and (c) 
foreign currencies ? {U. P. 1937) 

A, Inconvertible paper money in itself 
not bad. Issue of inconvertible paper money in 
itself does not affect the value of the currency of 
a country. It is in all the cases determined in 
the same manner, i. e., in relation to its supply 
and demand. The Quantity Theory of Money 

* As every boom period is followed by a depression 
period, there is ultimate loss. 
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holds good everywhere. If the issue of inconver- 
tible paper money in a country is according to the 
needs, the value of the currency remains steady. 
It is only when it^is over-issued that the currency 
loses its value. This also happens under conver- 
tible paper money and metallic money. Any 
unnecessary inflation, under all systems of currency, 
surely brings about a fall in the value. 

Over issue affects it adversely. An over- 
issue of inconvertible paper money affects the value 
of the currency of a country. Let us consider it 
specially in terms of, [a) gold, (h) goods, and (c) 
foreign exchanges. 

Gold. As inconvertible paper money has no 
relation with gold, value of the currency of a 
country with this type of money falls in its terms 
due to the loss of confidence as more and more of 
it is overissued. The amount of the premium on 
gold represents the extent of its depreciation. 

Goods Sirj iilarly jthe va lue of the c urrency 
of a country having inconvertible paper money 
falls in terms of goods. Prices in general rise. 
On account of a premium on gold, importers have 
to pay more for their imports. They, therefore, in 
order to recoup themselves of the loss, raise the 
prices of the^gpods^. The raising of prices by 
importers leads to the raising of the prices by 
others too. Experience has shown that prices un- 
der a depreciating paper money regime, rise faster 
than is warranted by the increase in the quantity 
of paper money issued, perhaps because of the loss 
of confidence. The value of inconvertible paper 
money is dependent upon confidence, and once this 
confidence is shaken, fall in the value of the cur- 
rency is abrupt. 
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Foreign currencies. If foreign currencies are 
convertible into gold, the currency of a country^ 
wherein we have got inconvertible paper money 
falls in value in terms of them to the same extent 
as is the premium on gold. In cases where foreign 
currencies are also inconvertible, fall in value in 
their terms depends upon the relative depreciation 
of each currency in terms of gold and goods. 

Q. 33, Describe the following two systems of 
paper money, giving their relative merits and 
defects 

{a) Representative paper money ; and 

(b) Proportional reserve system, 

(U, A, 1938) 

A, Representative paper money. Repre- 
sentative paper money is that which represents 
bullion or coins. There a full backing of bul- 
lion or coins for all notes issued. It saves loss of 
metal due to wear and tear. The first introduc- 
tion of notes was perhaps of this type. There is 
no danger of their over-issue inasmuch as there 
must be a corresponding metallic resgjjjje. The 
certificates of gold or silver depositsrin J5, S. A. 
are such notes. The Hilton Young Commission 
had also recommended the issue of gold certificates 
by the Government of India, but the recommenda- 
tion was not given effect to. 

Proportional Reserve System. Propor- 
tional reserve system is that where a fixed percent- 
age of the total issue of the notes is required to 
be maintained by the note-issuing authority in 
bullion or coins. In some countries, this includes 
foreign currencies also. Usually, the issuing au- 
thority keeps a larger proportion than is required. 
This system of note-issue became much prevalent 
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specially after the War of 1914*life. In the 
(|k6e of America, the legral mmimum of gold and 
gold securities is 40%. In our own country, 
Reserve Bank of India is required to keep gold 
bullion and coins and sterling securities at least 
to the extent of 40% of the total note-issue. It 
IS, however, generally much more. 

Relative merits and defects. As there is 
a cent per cent metallic reserve for representative 
paper money, its value in terms of bullion is 
fixed for ever. There is no danger of any fall, 
But this does not mean that its value in terms 
of other goods also remains steady. Supposing 
a country has a huge reserve of gold which goes 
on increasing. In case currency is also allowed 
to increStse at the same rate, without there being 
any increase in production of goods, its value in 
their terms is sure to fall. Next, if there is a 
shortage of gold, currency is not allowed to ex- 
pand according to business requirements. In short, 
the system does not provide for elasticity. Besides, 
^old being scarce, all the countries of the world 
cannot adopt gold standard under this system. 
Over and above this, it is of no use to keep so 
much of gold in reserve. The population of the 
world is unnecessarily debarred from using, for 
the purposes of art, the most attractive material 
so generously provided by Nature, 

Proportional reserve system is advantageous 
from all these points of view. It provides for 
elasticity to a very great extent, economises the 
use of gold and thus allows the whole world to 
enjoy the blessings of gold standard, and makes 
the yellow metal available for the purposes of arts. 
Surplus gold is invested outside and a regular 
income is assured. 


Representa. 
tive paper 
money. 


Propor- 

tional 

Reserve 

System. 



60 


BANKING MADShEASY 


Not 

convertible. 


Elasticity. 


Safety. 


More 

elastic. 

Greater 

economv. 


Q, 34, Examine the advantages and draw- 
backs of the following systems of note-issue 

(a) Minimum Deposit System. 

(6) Inconvertible Paper Currency, (Rajputana), 

A. (a) Minimum Deposit System. Under 
Minimum Deposit System, the law usually lays 
down that the issuing, banks should deposit a 
fixed percentage of the amounts of the issues with 
the premier bank in gold or government securities. 
This system prevails in United States, where mem- 
ber banks are required to invest a fixed percentage 
in securities and lodge them with the Federal 
Reserve Board. 

(b) Inconvertible Paper Currency. Incon- 
vertible Paper Currency is that which is not 
convertible into bullion or coins (full-bodied). 
It circulates either because of the force of law 
or due to the confidence in the issuing authority 
or perhaps due to both. 

Advantages and drawbacks of (a). Mini- 
mum Deposit System is advantageous from various 
points of view. It does not make the currency 
entirely dependent upon the availability of 
precious metals, as is under representative paper 
money system. On the other hand, there is no 
danger of its being issued without any limit. It 
means that the system provides both for elasticity 
and safety. 

(b) Inconvertible Paper Currency. Incon- 
vertible paper currency has got all the advantages 
of the convertible paper currency and a few 
more. Currency under this system is mgre 
elastic than under any other system. Besides, as 
no gold need be kept under this system of 
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currency, the whole of it is available for invest- 
ment or use otherwise. Bat this system of 
currency has a serious drawback inasmuch as it 
provides no restriction for over-issue. It is, 
therefore, the least stable form of currency and 
hence the most undesirable. 

Q. 35, Examine the advantages and dis- 
advantages of the following systems of note- 
issue : -- 

(a) Partial Deposit Method, 

{b) Proportional Reserve System, {U, P, 1941) 

A, As partial deposit method is the same as 
the minimum deposit system, students are referred 
to the answer to Q. 33. The advantages and 
drawbacks of the same have also been discussed 
therein. The meaning of the partial reserve 
system along with its advantages and disadvan- 
tages has been discussed in the answer to 
Q. 32. 

Q, 36, To what extent can paper money be 
safely issued ? Explain the possible dangers of 
issuing inconvertible paper money, {Calcutta 1934), 

A, Extent to which paper money can be 
safely issued. Paper money can be safely issued to 
the extent of demand for it as represented by goods 
and services. In fact so long as this limit is adhered 
to there cannot be any difficulty for we know that 
the value of the monetary unit of a country is 
determined in relation to its supply and demand. 
This holds good with regard to all kinds of 
paper money — representative, convertible and in- 
convertible. It is only when supply exceeds the 
demand that the value falls. An unnecessary 
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inflation, under all circumstances, brings about a 
fall. 

Possible dangers of issuing inconvertible 
paper money. As inconvertible paper money 
is liable to be over-issued, its value is affected in 
terms of everything, e.g., goods gold and foreign 
exchanges. 

Please see answer to Q. 32. 

iQ* 37 Discuss the various methods of regu* 
latirjg the issue of notes, (Allahabad, 1940) 

A. There are at least seven methods of 
regulating the issue of notes. 

(1) The first method is what is known as 
the fixed fiduciary method. It was adopted, first 
of all, in England in 1844. Under this method, 
notes worth a fixed amount are required to be 
covered only by government securities, while all 
those issued in excess must be covered by metal- 
lic reserve, (a) It is deficient in elasticity because 
whenever there is an appreciable internal or exter- 
nal drain of the metal, an undue contraction of 
currency and credit is rendered necessary, (b) It 
is not sufficiently adaptable to heavy demands 
for currency as an expansion becomes impossible 
in case there is a shortage of the metal. Hut as 
against this, it may be said that it acts to a 
certain extent as a brake on undue expansion of 
currency and credit in times of prosperity. An 
element of elasticity was, however, introduced 
in the English system in 1928 when it was pro- 
vided that the Treasury could authorise the 
fiduciary issue above £260 million to a special 
amount for not more than two years altogether 
from the date on which the authority was 
finally given. 



FAPEB HOHBY 


63 


(2) The second method is that of a fixed legal 
inaximum of note issue. It was followed by 
France from 1870 to 1928. ‘The system was 
altogether too rigid and incapable of sufficient 
adjustments to the requirements of the present 
money markets.’ Moreover, it provided no guar- 
antee against inflation as the Parliament could 
raise the limit at any time without any sufficient 
reason whatsoever. 

(3) The third method is that where notes are 
required to be fully covered by Government Securi- 
ties, and in addition limited to the paid-up capital 
and reserves of the issuing bank. It was formerly 
employed in the United States in the case of the 
National Bank notes. Its short-coming is that it 
does not provide for elasticity, 

(4) The fourth method is that where a small 
percentage of the total issue is to be kept in 
metallic reserve and the remainder is to be main- 
tained in trade bills and government securities with 
the further provision that subject to certain condi- 
tions and penalties the metallic reserve percentage 
may be allowed to fall below a certain minimum, 
1 1 was adopted in Germany in 1875 and with 
certain modifications in U. S A. in 1913 with the 
introduction of the Federal Reserve System and in 
various other countries after the War of 1914-18. 
A great advantage of this method is that while it 
provides sufficient elasticity there is also a consi- 
derable guarantee against an undue expansion of 
currency. 

(5) The fifth method is that where just like 
the fourth method a small percentage of the total 
issue is required to be covered by metallic reserve 
but for the remainder there is no specification of 
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the particular kinds of assets which may be used 
as such. There is, however, a further provision 
under this method which makes the notes a Srst 
charge on all the assets of the issuing bank. It 
gives the bank a greater freedom of action than is 
possible under the fourth method. 

(6) The sixth method is the proportional de- 
posit method. Under this system the issuing: 
banks are required to deposit a fixed percentage of 
the amounts of the issues with the premier bank in 
gold or government securities. This system pre- 
vails in United States, where member banks are 
required to invest a fixed percentage in securities 
and lodge them with the Federal Reserve Board. 

(7) The seventh method is a variation of the 
fixed percentage, wherein a fixed amount is to be 
kept in the form of securities of some foreign 
government or the balance of the bank of a foreign 
country. An example of this is found in the 
Indian system of note-issue. 


APPENDICES 

I 

SHORT NOTES 

Bank Money. Bank notes are known as 
Bank money. They contain a promise to pay a cer- 
tain sum of money on demand to the bearer of the 
note. In almost all the countries, Central Bank 
has the monopoly of issuing such money and it is 
full legal tender. 

Fiduciary issue. Under this system of note- 
issue all the notes above a certain maximum are 
required to be backed by cent per cent metallic 
reserve. The portion not backed in this way is 





k pDWfi M JPU a cjir/ is»o0* 1928, th^ 

0m¥oil^ allowed to mve note0 upto 

T total of £19,750^060 withoat any metallic 
reserve. In that year, the aasoaat of Fiducmy 
(Sdue ivas raised to £^60 miHions. Since then it 
has fluctuated several times. Before the accep- 
tance of the recommendations of the Babington 
Smith Committee, we had in India ‘also fiduciary 
issue system. 

Currency v. Banking principle Fixed 
Fiduciary Issue System is known as currency prin-, 
ciple of issuing notes, and Percentage System is 
known as the banking principle Under Fixed 
Fiduciary Issue System, the amount of the notes 
which can be issued on the security of the money 
invested is fixed for ever. 

It can only be expanded by new Acts. The sys- 
tem isi inelastic, as after the maximum limit has 
been reached all issues must be backed by metallic 
reserves. Percentage system ^or banking principle 
of note- issue, on the other hand, requires metallic 
reserve only to the extent of a fixed percentage. 
This system provides for elasticity ; for expansion 
of currency is in this case made possible only if a 
percentage is available in metal. Usually more 
than a fixed percentage is maintained in metal, 
and, hence, expansion become? possible to a cer- 
tain extent without metallic backing. 

Fiduciary paper money. This kind of paper 
money is different from the representative paper 
money in so far as in this case, only a portion 
is backed by metal instead of the whole. All the 
note-holders are never likely ^ to present them for 
conversion at the same time, and, hence, it has 
been found that in case only a portion of it is back* 

5 
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ed by metal^ tbejr a>overtibilitf cm be muted 
at all times. TAemst ef the reu^ireis mi^ested^ 
aad becomes a permanent soarce of income. The 
amount of this invested portion also inom as 
the fiduciary portion may be fixed, or allowed to 
vary according to the volume of the total note- 
issue. In the former case, it is known as the Fidu* 
ciary System, and in the latter case as the Per- 
centage System. When notes are presented they 
are converted, and because of this fact this kind 
of note-issue is also known as convertible note- 
issue. 


II 

SUPPLEMENTARY QUESTIONS 

Q. 7. — Point out clearly the comparative merits 
of Fiduciary Issue System and the Proportional 
Reserve System of note-issue. ^ 

{Delhi Inter, and B, A,) 

Please consult Fiduciary Issue and currency v. 
Banking Principle in Short Notes. 

Q, 2, What do you think is the right principle 
of note-issue ? Illustrate your answer with refer- 
ence to systems prevailing in different countries of 
the world. (Rajputana). 

This question can be solved with the help of 
tlie answer to Q. 35. 



CHAPTER VI 
FOREIGN EXCifANGE 


[mkaniko of element aby terms, factors 

IKFLUENOINO RATES OF SXGHANOK.] 

Q, 38* Explain the term Mint Par aixd Speck 
points and show how and why the actual rates of 
exchange in the market fluctuate within the speck 
points (V,P. 1936) 

A. Mint Par. Mint Par is the ratio of Relation of 
weights of standard gold or silver contained in ^°”*®*'*^* 
the currency units of any two countries, having 
the same standard of value. It can be easily found 
out from the currency laws of those countries. The 
Governments or the Central Banks of the coun- 
tries having metallic standards undertake to give ^ 
and take a certain amount of currency of their[ r 
respective countries in exchange for a fixed quan- ^ 
tity of standard metal. The currencies of two 
:ountries are reduced to one common fineness in 
:he light of these laws and their mint par is 
ietermined. 

L3t us now see it practically. Both U. S. A. An illustre} 
md Great Britain had the same standard of value, 
lamely gold, some years back. 

British sovereign £1 contained 113*0016 grains 
)f fine gold. 

American Eagle {$ 10) contained 232*2 grains 
)f fine gold. 

Therefore $ 1 was equal to 23*22 grains of 
me gold. 
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Therefore £ 1 was equal *$4*866^ 

Hence, the London- Newyork or Sterling-Dollar 
Mint Par of Exchai^e was 4*8665. 

Specie Poiata. The market rate of exchange, 
though depending on the mint par, is influenced 
by other equally important factors. It, in actual 
practice, shifts up and down the mint par, but 
again and again tends to return to it. This shif- 
ting is, however, not without limit. In fact, there 
are two points —one the upper and the other the 
lower— upto which these rates can usually shift. 
They are known as the specie points. These are 
determined by adding to or subtracting from Mint 
Par the cost of transport of metal from one coun- 
try to the other. 

Accounts in connection with foreign trade are 
settled by means of bills of exchange. If exports 
of a country balance, supply of and demand for 
bills of exchange also balance. But this seldom 
happens. And, as price of bills, e,, the market 
rate of exchange also varies as its supply in 
relation to demand, there are fluctuations in it. 

Fluctuations within Specie points. These 
fluctuations are, however, within the Specie 
points. Let us take a concrete case to illustrate 
it. Suppose, there is a greater supply of bills in 
London on New York than the demand for them. 
The seller will, under the circumstances, perhaps 
not mind giving a little more of Amer'can 
currency than the Mint Par, But this cannot 
exceed the Mint Par plus the cost of transporta- 
tion of gold /. e., the upper Specie point. As soon 
as it exceeds he will prefer to import gold. 
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Similarly, let us suppose that the demand for bills 
^ greater than their supply. Under the circums- 
tances, buyers will be willing to accept a little less 
of the American currency than the Mint Par. 

But this can, on no account, be less than the Mint 
Pat minus the cost of transportation, In case it is 
so, they will prefer to export gold. Thus from 
the above discussion it is clear that the actual 
rate of exchange in the market will fluctuate 
within the specie points according to the supply 
of bills in relation to the demand ifor them, but 
that it will not be allowed to cross the specie 
points. 

Q. 39. Explain JbdeMv-ihe*^^ which de- 
ter mine the rate of exchange between two count* 

How is the rate of exchange of a country affec* 
led by (a) foreigners touring in (6) foreigners 
employed in it, and (c) foreign loans ? 

(U. P. 1938) 

A. Factors determining the rate of ex- Three 
change. Rate of exchange between two count- jw^portant 
ries depends upon (1) the demand for and supply 
of Hills, (2) currency conditions, and (3) political 
conditions. 

(1) Demand for and Supply of Bills. 

Foreign accounts are settled by means of bills of 
exchange. Their supply and demand at one time 
is never the same. Hence there is always a com- Excess 
petition going on as between their sellers and buy- supply the 
ers in the foreign exchange market akin to that 
in any other market. If there is a greater supply exchange 
of bills on foreigners than the demand for them, ex- 
change rate rises, i. e., more of foreign currency is jyppjy 
available for each unit of inland currency, and of the fall. 
vke^vetBa* 
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Demand for ai%d supply of bills in their turn 
depend upon a number of factors ^ 

(A) Trade conditions. These include not 
only the import and export of goods— merchan- 
dise and precious metals, but also of services, etc. 
We know that one nation earns from the other 
freights, commission, brokerage, premium, etc., for 
the services of shipping, banking, and insurance, 
etc. Then there are expenses of tourists, students 
and visitors, interest charges, and profits on money 
invested. The extent to which a country receives 
money for these constitutes its invisible exports 
and the extent to which it pays for these consti- 
tutes its invisible imports. Supply of bills de- 
pends upon the amount of exports and demand for 
them upon the amount of imports. 

(B) Stock Exchange influences. Buying 
and selling of international stocks whose prices are 
continually telegraphed from one financial centre 
to the other also affect the supply of and demand 
for bills as they bring about the transfer of money 
from one place to another. Besides, there are 
loans floated by one country into another. They 
involve transfer of money at the time of floatation 
and again when they are paid back. Interest 
charges on them, as we have already seen, also 
bring about an annual remittance of money. All 
these have their effect upon the supply of and 
demand for bills, 

(C) Banking influences. Banks invest 
money in the bill markets of other countries. They 
also issue circular notes and letters of credit. 
There are arbitrage dealings too. These are 
operations undertaken by certain bankers and 
merchants with a view to earn profits out of the 
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difference in the rates of bills at two or more ' 
financial centres. Thus, these are dealings in 
differences. All these affect supply of and demand 
for bills. 

(2) Curreocyr conditions. Currency condi- 
tions have a great influence on the rate of ex- Debascmem 
change. The extent of debasement in the metallic 
currency of the two countries determines the 
fluctuations in it. Devaluation and over-valua- valuation, 
tion have also their effects. In the case of incon- 
vertible paper money, purchasing power of the Purchasing 
respective currencies has to be measured, and power, 
relative depreciation between them has its in- 
fluence. 

(3) Political condition. Political conditions Tariffs etc. 
by changing the trade relations through tariffs, 

quotas and restrictions or subsidies and bounties 
also influence the course of trade and, therefore, 
the rate of exchange. Political unrest, wars and '^^'arsctc. 
the consequent uncertainties result in wide fluc- 
tuations of exchange rates. 

Effects on the rate of exchange of a country 
by ; — 

(a) Foreigners touring in it. As the foreig- 
ners tour in a country, they utilise the services of 
the people residing there, and, hence, draw upon 
their country to pay for them. This has the 
same effect as the exports have. The suppply of exchange 
bills is increased, and the rate of exchange tends 
to rise. 

(h) Foreigners employed in it. Foreigners em- 
ployed in a country export their savings to their 
own countries. This creates a demand for bills Fall, 
and has the same effects as imports. The ex- 
change tends to fall. 
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(cj) Foreign loans. A? has already been seen, 
the effects of the foreign loans are of a varied 
nature. First of when loans are received 
money flows in. This raises the rate of exchange. 
Again, interest is paid upon it annually. This low- 
ers the rate of exchange. Similarly, at the time 
of the repayment of loan, the rate tends to fall. 

Q. 40, Explain Gold points. 

The value of the dollar undergoes change in 
terms of the pound or franc every minute* Explain 
the causes of this, (£7. P. 1940) 

A, Gold poiota. Gold points are also 
known as specie points. They are found by add- 
ing to and subtracting from the mint par, the 
cost of transportation of gold. As mint par exists 
only between countries having the same metallic 
standard, gold points also exist only between 
countries having gold standard. The one found 
by adding the cost of transportation to mint p.ir 
is the upper gold point and that found by sub- 
tracting is the lower gold point. They are called 
gold points because gold is exported or im[>orted 
as soon as rate of exchange reaches either of them. 
When it is at the upper point, gold tends to be 
imported, and when it is at the lower, it tennis to 
be exported. Suppose, England and America 
are on gold standard, and the mint par between 
them is $4’8665 to the £. (Assuming the cost of 
transportation of gold either way to be J‘024, 
upper gold point will be $4*8665 +’024 » $4*89 
approximately and the lower gold point will be 
$+8665 -*024 =$4*84 approximately from the 
point of view of England. 

Causes of the variatioii of dollar in terms 
of pound and franc. We know that the rate 
of exchange between two countries is seldom at 
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par* It varies according to the supply of bills in 
(^elation to the demand for them* This in itself 
varies every minute according as the factors upon 
which it depends vary* The value of dollar 
in terms of the pound or franc is its rate of ex- 
change with them. And, as every transaction 
between America and England or France affects 
the supply of bills in relation to their demand, it 
also affects the value of dollar in terms of the 
pound or franc. Let us see it by taking some 
examples. Suppose America places an order upon 
England or France. This one transaction will 
increase its indebtedness, and the value of dollar 
in terms of the pound or franc as the case may 
be will fall. The opposite will happen in case 
of an order being placed by any of these countries 
upon it. Every performance of service by 
Americans to the nationals of any of these coun- 
tries or vice-versa changes the value of dollar in 
terms of currency of the country in question. 
Every transfer from one of these countries to 
America or from America to one of these coun- 
tries brings about a change in the relation of dollar 
to their respective currencies. And these trans- 
fers take place every minute, not oilly because 
of the direct transfers between them but also 
because of the indirect transfers, London, 
France, and NeWyork are international markets 
and other countries settle their indebtedness 
through them. 

Besides, the value of the dollar in terms of the 
pound or franc also depends upon their relative 
purchasing power. And as this changes every 
minute with the change in the supply of currency 
in relation to the demand for it, their values 
in terms of the others also change. 


Every singl 
transaction 
affects the 
rate. 


Effects of 
orders. 


Effects of 
services. 


Effects of 
transfers 


Change in 
purchasing 
powers. 



74 


fiAKEINO MADE^ASY 


Market rate 
does not 
ct^nge every 
minute. 


Sterling 
Exchange 
standard 
prevalent 
in India. 


Its effect. 


Variation in 
the value of 
rupee in 
terms of 
sterling 
limited. 


This varia- 
tion due to 
ordinary 
causes. 


exchanges 

between 


Market rate of exchange, however, does n«»t 
change every minute as the effect of each trans- 
fer is not known. It is felt only when all of 
them combine or say, the eftect of each transac- 
tion is so insignificant that it does not influence 
the market rate of exchange. But actual value 
of dollar in terms of the other currencies chan- 
ges in fact every second, what to say of minute. 

Q. 4/. Discuss the factors which are responsi- 
ble for changes in the valtte of the rupee in terms 
of foreign currencies. (U. P. 1941). 

A, Before discussing the factors responsible 
for changes in the value of the rupee in 
terms of foreign currencies, it must be said that 
India has got sterling exchange standard. Under 
this standard, the rupee has no direct value in 
terms of foreign currencies other than the ster- 
ling, the currency of the United Kingdom. It 
follows, then, that the factors responsible for changes 
in the va^lue of the sterling in terms of foreign 
currencies will also be the factors responsible for 
changes in the value of the rupee in their terms. 
Next, one of the characteristics of the sterling 
exchange standard, as it prevails in India, 
is that the value of the rupee in terms of the 
sterling can change only to a limited extent. 
The Reserve Bank of India is always prepared 
to purchase and sell sterling for rupee at Is. 6Jd. 
and Is. 5||d. respectively upto a certain mini- 
mum. The changes within the limits mentioned 
do take place, and the factors responsible for the 
same are the factors responsible for the changes 
in the value of any currency in terms of the other 
currency. 

These are the, days of inconvertible paper 
money. Rate of exchange between countries 
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having paper money as their monetary staniiard is 
deterinined by their respective balances of Ipay- 
meats— and the demand for and supply of foreign 
bills based on such a balance. The balance of 
payment of or to India depends like the balance 
of payment of or to any other country upon a 
number of factors. First of alU we have got the 
balance of trade. Generally India has a favour- 
able balance of trade. Sometimes however, this 
balance turns unfavourable. The tendency for 
the exchange rate under a favourable balance of 
trade is to rise, and vice-versa. So whenever, 
India’s balance of trade is favourable the ten- 
dency for the exchange value of the rupee is to 
rise and vice-versa. we have got pay- 

ments and receipts on various other accounts, fi.g., 
loans, interest on them, remuneration for se 
transference of money for benevolent . purposes 
expenditure of various Governments (Central and 
Provincial), and expenses of students and tourists. 
If the net effect of all these is a payment, the 
exchange rate tends to fall, and if it is otherwise, 
it tends to rise. Besides^ stock-exchange oper- 
ations and Arbitrage dealings have also got their 
effect upon the exchange rate. If Indians pur- 
chase foreign stocks and shares, payment is re- 
quired to be made, and if they sell, money is re- 
quired to be received. On the other hand, if the 
foreigners purchase Indian stocks and shares or 
sell them, the effect is just the opposite. The 
net result of all these operations naturally, influ- 
ences the balance of indebtedness or receipt and 
through it the exchange rate. Coming to the 
arbitrage dealings, these a^ the operations in 
exchange by purchasing or selling the currency 
of one country through the currency of another 
country, or currencies of several countries. For 
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example, tbere may be a difference between tbe 
quotation of Yen, the Japanese currency, in Indm 
from the equivalent of the same in rupee after 
taking into consideration the rupee^sterling rate 
and the yen quotation in sterling. Such opera- 
tions also by influencing the net balance of pay- 
ment or receipt influence the exchange rate. 

Gustav Cassel, a well-known, economist of 
Sweden, however, pointed out during the War of 
1914-18 that the value of a foreign currency is 
judged by its command over goods and services, 
and the exchange rate between any two currencies 
is determined according to their relative purchasing 
power. But there are certain short-comings of 
this theory. Firstly^ index numbers measuring 
the purchasing power of money may not be suffi- 
ciently reliable. Secondly, goods may not find 
their true level of prices due to violent move- 
ments of exchange rate. Finally, this theory 
ignores all the factors which are taken into 
consideration in determining the rate of exchange 
according to the balance of indebtedness theory 
already discussed. So, we may conclude that the 
changes in the value of the rupee in terms of 
foreign currencies are brought about by all the 
factors which go to make up the balance of in- 
debtedness in this country and the United King- 
dom, 

Q. 42, Explain *Gold’pointsJ 

Discuss the following statement, and gioe 
reasons ; — 

* The value of rupee changes every minute in 
terms of pound or dollar! (27. P. I94i\ 

A, This question can be solved with the 
help of the answer to Q. 40. 
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Q. 43 (a). Explain the f adore ^eh ate res- 
ponsible for determining the rate of exchange 
between tw countries— 

(z| When both ore on gold standard, 

(ii) When bet h are on paper standard, 

(in) What is meant by Purchasing Power 
Fariti/ ? (U. P, 1948) 

A, Factori reapontible for dekermiiiiiigf 
the rate of exchange between two countries 
(i) When both are on gold standard: Fac- 
tors responsible for determining the rate of ex- 
change between two countries when both are on 
gold standard are (1) the relative values of the two 
currencies in terms of gold, (2) the demand for 
and supply of bills, and (3) other conditions. 


(1) The relative values of the two cur- 
rencies in terms of gold. The relative values 
of the two currencies in terms of gold depend 
upon the relative weights of gold defined in the 
laws of the countries as the basis of their respec- 
tive standards. When U. K. and India were both 
on gold bullion standard, the weights of gold 
defined in the laws of the former (U. Kj 
and the latter as the basis of their respective 
currencies pound sterling and rupee were 113 
and 8‘475 grains in order of their mention. 
Taking this factor alone, the rate of exchange be- 


tween pound sterling and rupee was' 


8*475x240, 

__„d 


= l8d. for a rupee (£l=240d.). But this was 
only a normal rate, and known as mint par of 
exchange in banking parlance. Actual rate of 
exchange varied because of other factors i.e., the 
demand for and supply of bills and other condi- 
tions. The variations were, however, limited. In 
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India, they were Vimlied to Is. 5||d. and Is. 6Jd., 
the rates at which the Government of India was 
prepared to sell and purchase sterling. In other 
countries, they are limited by what are known as 
upper and lower specie points (mint par of ex- 
change plus cost of sending gold and mint par of 
exchange minus cost of sending gold). 

(2) The demand for aad supply of bills 
of exchange. Foreign accounts are settled by 
means of bills of exchange. Their supply and 
demand at one time is never the same. Hence, 
there is always a competition going on as between 
their sellers and buyers in the foreign exchange 
market akin to that in any other market. If 
there is a greater supply of bills on foreigners than 
their demand, exchange rate rises, i.e., more of 
foreign currency is available for each unit of in- 
land currency and vice-versa. This rise and fall 
can, however, not be above and below the upper 
and lower specie points respectively as in that 
case gold would be exported and imported. 

Supply of and demand for bills, in their turn, 
depend upon a number of factors, e.g , trade con- 
ditions, stock exchange and banking influences. 

(3) Other conditiooB. These are banking 
development, bank rate, national budget, political 
and industrial outlook and tiriff rates, exchange 
restrictions and quotas, etc. 

(ii) When both countriei are on paper 
staodard. In this case as well, the factors res- 
ponsible for determining th-j rate of exchange 
between two countries are the same as in (i), the 
only difference being that the relative values of 
the two currencies are not taken in terms of gold 
but in terms of commodities and services in 
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general. BesideSi there is no limit to the rise and 
fall of the actual rate of exchange at any parti- 
cukr time as gold is not allowed to be freely 
exported and imported, there being no gold 
standard, 

(b) Meaning of Purc/ianog Powirer Parity* 

t has been said above that in case of currencies 
Dased on paper standard, the relative values of 
he two currencies are taken in terms of commo- 
lities and services in general Gustav Cassel, a 
^ell-known economist of Sweden was the first to . 
draw our attention to this fact during the war 
3f 1914-18. He said that the rate of exchange 
between any two currencies is determined accord- 
ng to their relative purchasing power parity, 

But there are certain shortcomings of this theory, 

Please look to these in the answer to Q. 41. 

Q, 44, Explain fully how the value of money 
9/ a country is determined in terms of that of 
other countries, (Calcutta-- 1937), 

A, This question can be solved with the 
help of the answer to Q. 39. 

Q, 45, What do you understand by monetary 
instability ? What are its effects ? 

fpalcutta 1937) 

A, Meaning of monetary instability. 

Monetary instability means a rise or fall in the 
value of a monetary unit either in terms of com- commodics 
modities and services or in those of foreign ex- and ex- 
changes or both. changes. 

Effects of monetary instability. Monetary 
instability is always deplorable. As ‘short weight |t is dcplo- 
cheais the buyer ; long weight cheats the seller’, rablc. 
in like manner a unit of money changing in its 
power to buy upsets contracts. will in the 
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following pages discuss the effects of monetary 
instability in terms of (1) commodities and services 
and (2) foreign exchanges separately. 

For effects of monetary instability in terms of 
commodities and services, students are referred to- 
the answer to Q, 30. 

Effects of changes in exchange rates. If 

the value of the home currency in terms of*foreiga 
exchanges rises, the following are the effects : 

(1) Importers gain, as they are enabled to 
charge the same price in home currency as before 
for goods which cost them less, But should 
they decide to charge a lower price on that 
account, they increase their sales, and hence ulti- 
mately increase their profits. 

(2) Exporters lose, as they are forced to 
charge a lower price in home currency for their 
exports in order to enable them to be sold at the 
same price in the importing countries as before. 
If, on the other hand, they charge the same price 
in home currency as before they increase the cost 
of their goods in foreign countries. This results 
in a reduction of sales and hence, of profits as 
well. 

If, however, articles of exports are of necessity 
or of a monopolistic nature, they may not lose. 

(3) The producers, as a class, lose. In case 
there is a competition between home-made and 
foreign goods, producers have to reduce their 
prices. Besides, if their products form the items of 
exports, they have to charge lower, or if they do not 
do this they are hit by a reduction in their demand. 
Finally, even if there is no competition in home 
market in goods produced by them and those im- 
ported or if they do not form the items of exports, 
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they have to lower their prices in sympathy with 
the lowering of the prices of other countries. 

In cases of, however, the producers of articles 
of necessity, there may not be any difficulty. 

(4) As a result of depression in home indus- 
tries, wages are reduced and figures of unemploy- 
ment go up, and hence labourers as a whole lose. 

(5) Creditors as a whole gain while debtors as 
a whole lose in this case also as in the case of a 
fall in prices. 

(6) People with fixed incomes benefit just as 
they do when there is a fall in prices. 

(7) In case, the government of the country has 
to meet certain fixed expenses in foreign countries, 
it gains by a reduction in the amount of home 
currency required to send the fixed amount. 

(8) Foreigners residing in the country are 
enabled to transmit more money in their home 
currencies bv sending the same amount in the 
currency of tne country in which they reside as 
before. 

(9) Consumers as a whole gain in the same 
way as they do when prices fall. 

The opposite happens in the case of a fall in 
the exchange value of a currency, 

Q, 46. What do you understand by specie points f 
Are specie points applicable at the present time^ 
to countries like England^ India and France i 

A, [P'or an answer to the first part of the 
question please refer to the answer to question 
No. 40.] 

specie points are not applicable to any of 
these countries at the present time. In fact^ 
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Notapplla- they apply to countries having gold standardi 
Se «)untriS and we know that none of the countries men- 
m^ioned tioned herein has gold standard these days. 
Hcreim India has, what is known as, sterling-exchange 
standard, and the Reserve Bank of the country 
is prepared to purchase and sell sterling at fixed 
rates and without any maximum limit. Again, 
England and France have got a system of ex- 
change control. 

APPENDICES 

SHORT NOTES 

Croat rates. Rates of exchange quoted in 
one monetary centre on other centres is cross 
rate of that particular centre from the point of 
view of any other centre. For example rate of 
exchange quoted in London on Berlin, Newyork, 
or France is cross rate of London from the point 
of view of India. 

T. T. telegraphic transfers). These may 
be Bank’s selling or purchasing rates on different 
monetary centres. Banks buy exchanges at lower 
rates and sell them at higher rales. Bank’s sell- 
ing T. T. ready on London, for example, means 
the rate at which the banks are prepared to pay 
in London sterling for currency of the country 
wherein the quotation is given as soon as the 
c ible reaches there ; cable charges are borne by 
the purchasers of T. T. Similarly, we may have 
Banks buying T.T. ready on London. Place 
will always be mentioned. 

D. D. Rate. This is different from the T. T. 
rate inasmuch as in this case purchasers have 
to wait for sometimes before payment can be 
made in a foreign country. The time for which 
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th^y have to wait is usually the time taken for 
the mail to reach the place. 

Uafavourabie Rate of Ea^hange. This 
term is a relic of the MerchantiUsts, They le* 
garded that rate of exchange unfavourable at which 
gold begins to be exported. In fact, no rate can 
be unfavourable for all the parties, in a country, 
as there are diverse interests and parties every- 
where, and their interests are very often antago- 
nistic. The interest of debtors and creditors are 
not the same. The interests of exporters are not 
identical with those of importers. Besides, there 
are both high and low rates, and we cannot say 
as to which of them is unfavourable, because they 
are sometimes quoted in foreign currencies and 
at others in home currency. 

Exchange Control. There is, all the world 
over, at present a system of inconvertible paper 
currencies in prevalence. But exchanges between 
them are not allowed to be governed according to 
any scientific theory. They have, rather, been 
arbitrarily fixed by their governments. It is, in 
fact, to this governmental interference in foreign 
exchanges that we refer, when we use the term 
exchange control or exchange regulation. It may 
be defined as all interferences by monetary autho- 
rities on the exchange markets. There are several 
methods of exchange control, and their number 
has been increasing in recent years. The exam- 
ples are : — ^ 

(7) Regulation of foreign trade which means 
adoption of such devices as tariffs, quotas, licences 
and giving of bounties, subsidies or drawbacks. 

(2) Rationing the sup^y of exchanges which 
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means monopohsing the right of baying and 
selling foreign exchanges at fixed rates. 

(3) Establishment of Exchange Equalisation 
or Stabilisation Fund which is used to check 
fluctuations. The portion held in foreign ex- 
changes and gold is used for preventing a fall 
in the rates and that held in home currency is 
used for preventing a rise in them. 

(4) Bank Rate. This is lowered or raised 
according as rate of exchange is desired to be 
changed. 

(5) Blocked Accounts. Sometimes restrictions 
are placed on the withdrawals of the deposits of 
the foreigners with a vievv to raise the rate of 
exchange. 

(6) Standstill Agreements, Sometimes 
foreign creditors are induced to agree not to with- 
draw their loans. 

(7) Clearing Agreements. These are the 
agreements to clear foreign balances in one form 
or the other. 

II 

Supplementary Questions 

Q. 1, On what do the gold points depend ? 
Can exchange go beyond the gold points ? If so, 
when and how ? 

(Punjab, B. A.) 

For answer to the first part of the question 
please take help from Specie Points in Q. 38 
and Gold Points in Q. 40. 

Exchange rates can go beyond Gold Points 

(1) There can be gold points only between two 
countries having gold standard. 
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(2) Gold points my themselves vary. 

(а) Charges of transmission themse/vss vary. 

(б) During war period, gold is not allowed 
to be exported. Balances are carried down 
to other years, and the governments 
exercise control over exchange rates. 

(c) If the Central Bank charges a small pre- 
mium on all gold purchased from it for 
purposes of export. 

Q. 2. What do you understand by favour cMe 
and unfavour cMe bdances of trade ? What ether 
factors influence the rates of exchange ? 

For an answer to the first part of the question, 
please refer to this heading under Short Notes, 
and for an answer to the second part, please refer 
to the answer to Q. 39. 
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INDIAN CURRENCY AND EXCHANGE 

[histoby] 

Q.46. A ’ ^[tUe a shQrtju^ m t^ 

Indian currency be^een 1835 and 1893. 

{Attahabaii 1940.) 

A. A thort note on the hiitoiy of Indian 
eurrencr between 1835 and 1893. From 
183S to 1893, India had a silver standard. Mints 
were open to free coinage of silver. Face value 
of the rupee was equal to its intrinsic value. 
This period of the history of ludian currency is 
very instructive. First of aU, a change in the 
value of precious metals brought with it great 
difficulties in maintaining the stability of the 
rupee. Secondly, with a view to do away with 
these difficulties, a number of experiments were 
suggested and tried. 

Attempt! to introduce gold in circulation 
1835'74. Gold had been completely demonetised 
by the Coinage Act of 1835, though mints had 
been left opened to the public for its free coinage. 
Gold mohurs and Rs. 30, 10, and 5 pieces though 
coined had ceased to be legal tender currency. 
In pursuance to the people’s demand, a proclama* 
tion issued in 1841 authorised receipt of gold 
coins at public treasuries in payment of public 
dues at their face value. This meant that the 
rate of exchange between gold and silver was fixed 
at 1 : 15, as the gold mohur and the silver rupee 
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were of identical weight and fineness (face value 
of the gold* mohur was Rs. 15). During 1848-51 After 1848 
gold mines were discovered in California and 
Australia. The result was a fall in the value TrSisures? 
of gold relatively to the silver. This led the 
people to pay the treasuries in gold coins which 
were accepted there at the fixed rate. Gold (began 
to flow to the treasuries in large quantities and 
the Government lost by accepting it at a rate 
higher than the market rate. Hence, a Notifica- 
tion was issued on 25th December, 1852, by which 
the privilege given in 1841 was withdrawn and clamatim 
it was declared that on or after, 1st January, cancelled, 

1853, no gold coin will be received on account of 
payments due, or in any way to be made, to the 
Government in any public treasury within the 
territories of the East India Company. This had 
the effect of driving out of circulation, and turning 
into hoard £. 120 million worth of gold coins, as Gold coins 
H. D. Macleod estimates in his book on Indian hoarded, 
currency. There was again an agitation in lavour 
of gold, and ultimately the Government had to 
agree to receive and pay when convenient sove- 
reigns and half-sovereigns minted at any autho- Gold coins 
rised mint in England or Australia at the rate Jg*** 
of Rs. 1 0 and Rs. 5 respectively. But they were 
not to be legal tender. The agitation in favour 
of a gold currency in active circulation, however, 
went on and the Government had to appoint Mans- 
field commission in the end in 1866. This com- Commift- 
mission recommended the introduction of gold sion, 
coins and making them legal tender after some 
time when they became popular. But nothing 
could be done. In 1868, the rate for the receipt 
of sovereigns and half-sovereigns was raised to ’**^^*® 

Rs. 10-8 and Rs. 5-4 respectively. In 1872, 
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Sir Richard Temple, the then Finance Member 
of the Government of India recommended a gold 
standard, but after some time he resigned, and 
the Government finally decided against gold 
standard in 1874. 

Fall in the gold price of silver. By 1874, 
price of silver had begun to fall, and attempts 
made to arrest it from 1867—92 did not bear fruft. 
Four international monetary conferences ^yefe 
called with this end in view in 1867, 1878, 18 ^1 
and 1892. In 1878, the Government of U. S. A. 
passed an Act known as the Bland Allison Act 
which authorised the Secretary of the Treasury 
to purchase and coin each month not less than 
3 million dollars and not more than 4 million 
worth of silver into standard silver dollars. The 
purchases were made, but without any result. 
Next, in 1890, Sherman Act was passed wdiich 
required the purchase of not less than 54 million 
ounces of silver annually. It was 35 to 43 per 
cent of the world’s production and thrice of what 
was bought under the Bland Allison Act. There 
was, no doubt, a temporary rise in the price of 
silver, but this could not help much. In 1893, 
the silver purchase clause of the Act was repealed 
as a consequence of the failure of the last inter- 
national conference. A Royal Commission, viz,, 
the Gold and Silver Commission was appointed in 
England in 1886 to enquire into the changes that 
were taking place at that time in the relative values 
of the precious metals but without any practical 
results. All through the years 1874— 93, the Govern- 
ment of India had been feeling acute distress 
because of the fall in the price of silver, and hence 
it also could not sit silently. First of all. Col. 
J. T. Smith, Master of the Mint at Madras and 
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next the Government of India laid down schemes 
for the adoption of gold standard in India but 
they were dropped by the Secretary of State for 
India. Then, the Government expres ed itself 
in favour of bimetallism. But this also did not 
receive the support of the Secretary of State. 
Finally, a despatch was sent containing proposals 
for the closure of Indian mints to the free coinage 
of silver and the adoption of gold standard on a 
new basis. Upon this, the Secretary of State for 
India appointed a currency commission, m., Her- 
schell Commission. 

Q, 47, Detail the circumstances leading 
to the closing of the Indian Mints to free coinage 
of silver, and mention the effects of this step, 

(U. P. 1936) 

A, Circumstances leading to the closing 
of the Indian Mints to the free coinage of sil- 
ver. During the period of 20 years preceding the 
closing of the Indian Mints to the free coinage 
of rupees, price of silver had been falling due 
to the (1) abandonment of silver standard and 
adoption of gold standard by the important coun- 
tries of Europe, (2) increased supply of silver 
from the new mines discovered during that 
period, (3) reduction in its cost of production 
because of the simplification of the mining pro- 
cesses as a result of new inventions, and (4) 
decrease in the supply of gold because of the 
exhaustion of the Australian mines. This had its 
effects upon India in several ways. (1) There 
was a fall in the rate of exchange from about 2s. 
in 1872 to about Is. 3d. in 1893. (2) The 

effect on the general level of prices in India 
was very much depressing. Cheap silver was 
imported in large quantities to liquidate her 
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favourable balance of trade. The mint being 
open to its free coinage, total currency in circula* 
tion exceeded the requirement and this resulted 
in a rise in the general level of prices. (3) 
Depreciation of the rupee brought the Govern- 
ment of India also in difficulties. It had to 
remit £17 million to England every year by 
way of Home Charges. While it meant about 
Rs. 14 crores in 1873, it meant about Rs. 26 
crores in 1893. Means available for making up 
the deficit were either increase of taxation or 
curtailment of expenditure. But none of these 
was possible. (4) India’s foreign trade was 
seriously harassed by fluctuations in exchange 
rate. It is said that the tendency of a falling 
exchange is to stimulate exports. Statistics, 
however, prove that it was quite contrary. For 
example, from 1871-72 to 1876*77, gold value 
of the rupee fell by II 5 per cent but exports 
were actually less in the latter year than in the 
former. (5) Want of a stable exchange, and 
the fact that it had fallen so heavily, greatly 
checked the investment of foreign capital in 
India and the consequent development of the coun- 
try. ( 6 ) By making silver the standard and keeping 
the Indian mints open to its free coinage the coun- 
try was made to buy depreciating metal. (7) Euro- 
peans employed in India could send lesser amount 
in sterling to their dependents in Europe for the 
same amount of rupees as before. 

The effects of closing the mints. The 

effects of closing the mints were as follows; 
Firstly, there arose a divergence between the 
value of the rupee and the price of silver. This 
led to spurious coinage which became an ex- 
tremely profitable enterprise. Secondly, uncoined 
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silver and silver omaments in hoards were depre- 
ciated in value. Thirdly^ the Government of 
India got the exclusive power of expanding or 
contracting the currency at will. This made it 
nnautomatic. FoiirfWy, the trade of the country 
with China, a silver usin^ country, which took 
a large quantity of India s manufactured goods 
was made difficult. These were the effects which 
were harmful to the country. But then all of 
the difficulties referred to previously were remo- 
ved. The value of rupee rose in and outside 
the country. Rupee-Sterling rate— nay exchange 
rate — with all the gold using countries became 
stable. 

Q* 48, Examine the effects of the fall in the 
value of silver in 1870’— 75 on India s trade, 
industry and the State, 

(U. P, 1941) 

A, Effects of the fall in the value of 
silver in 1870—75 on India’s trade, lindustry 
and the State. The following were the effects 
of the fall in the value of silver in 1870—75 on 
India's trade, industries and the State 

Trade. As the price of silver fell, it was 
imported in this country in more and more 
quantities with a view to liquidate her favourable 
balance of trade. It may be recalled that the 
mints were open to the public at this time for the 
free coinage of the rupee. So, when this silver 
entered into circulation as money, total currency 
in circulation exceeded what was actually needed 
and it resulted in a rise in the general level of 
prices. This, in its owp turn, had it? effects 
on the internal trade of the country. Rising prices, 
as a rule, result in the fall of consumption, which 
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fact alone is suggestive of an adverse effect on the 
internal trade. As far as the external trade was 
concerned, it was also seriously harassed by 
fluctuations in the rate of exchange. With every 
increase in the quantity of rupee coins in circula- 
tion there was a corresponding fall in its exchange 
rate with currencies based on gold. It was not, 
however, so much the fall of exchange which was 
complained of, as the fluctuations, whether in one 
direction or the other. Any sudden or violent 
fluctuation almost paralyses external trade for a 
time, be it the import trade or export. It may, 
however, be said as against this that the tendency 
of a falling exchange is to stimulate exports. But 
the examination of the statistics does not support 
it. On the contrary, it shows that this had been 
less during the period than previous to it. 

Industries. As regards the effects on indus- 
tries, it is generally said that rising prices act as a 
stimulus to production. We must, however, 
remember in this connection that there were no 
industries worth the name at that time in this 
country excepting that of agriculture. Mill indus- 
tries were in their infancy, and depended mainly 
on foreign investments in the country. Want of 
a stable exchange had put a check on it. Un- 
certainly as to the interest which would be 
received for the investment and as to the diminu- 
tion which the invested capital might suffer if it 
were desired to retransfer it^^ was responsible for 
this. Agricultural industry, however, did make 
some progress, but agriculturists, as a whole, did 
not gain because of a number of factors working 
against them. 


• Herschell Commission Report. 
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The State. The effects on the State were 
also far from satisfactory. The main reason of 
this could be found in the fact that the Govern- 
ment of India had to make remittances annually 
from India to U. K, to the extent of nearly £17 
million sterling and the fall in the exchange rate 
of the rupee meant that more and more of the 
Indian money was required to be sent. The 
result was that the surplus budget turned into 
deficit in spite of the improvement in revenue. 
Further taxation could not be resorted to and any 
reduction of expenditure was next to impossible. 
There was a strong agitation in favour of the 
increase in the salaries of the Government em- 
ployees because of an unprecedented rise in the 
prices of the articles of necessity. Englishmen 
demanded more money over and above this for the 
remittance of sterling to their dependents at home. 

Q. 49. Summatize the recommendations of 
the Hemchell Committee of 1892» What steps 
were taken by the Government of India thereon^ 
and with what result ? (U* P. 1942) 

A. A summary of the recommendations 
of the Herschell Committee of 1892. The 

following were the recommendations of the 
Herschell Committee of 1892 : — 

(1) That the mints be closed to free coinage of 
both silver and gold. Till then, they were open 
to free coinage of the latter as well, though gold 
coins were not legal tender. 

(2) That the Government could coin rupees in 
exchange for gold at a rate of 7*53344 grains troy 
of fine gold or Is. 4d. per rupee. 

(3) That gold coins be received at public 
treasuries at the rate of Is. 4d. per rupee. 
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(4) That rupee coins should continue to be 
unlimited legal tender. 

Evidently, it did not make any specific pro- 
vision for the introduction of a gold standard. 
But this was contemplated to be established in 
future. It was thought that a transition period 
was necessary in which the rate of exchange 
would be brought upto Is. When this was 
achieved a gold standard would be established. 
At least this is what was emphasized by Lord. 
Farrer and Lord Welly. They also thought that 
a gold reserve would be provided for in the mean 
time. 

The step! taken by the Government of 
India on the recommendations. The recom- 
mendations of the Herschell Committee were 
accepted and Act VIII of 1893 was passed on 
June 26 of the same year. Three notifications 
were also issued in this respect. 

The Act provided for closing the mints to free 
coinage of both gold and silver. It, however, 
allowed the Government to retain the right to 
coin silver on its own behalf. 

The notifications issued were 

(1) Gold coins and gold bullion would be 
received at the mints in exchange for rupees at 
the rate of 7*53344 grains troy of fine gold, ix., 
Is. per rupee. 

(2) Sovereigns and half-sovereigns would be 
received in payment of sums due to Government 
at Rs. 15 and Rs. 7-8 respectively. 

(3) Currency notes would be issued in e^:- 
change for gold coin or bullion at the same 
rate. Currency notes could be i 
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jold in accordance with the Paper Currency Act 
of 1882 as well. But the amoupt of notes thus 
issued could not be more than 25% of the total 
metallic reserve. 

Results of the above stefis taken by the 
Government. For results of the above steps 
taken by the Government, please look to the 
effects of the closing of the mints in answer to 
Q. 47. 

jj. 50. Summarize the recommendations of 
the Fowler Committee. To what extent were 
they adopted by the Government of India ? 

iU. P. 1940) 

A. Below is a summary of the recom- 
mendations of the Fowler Committee : — 

(1) That the British sovereign be made a legal 
tender and current coin in India and that Indian 
mints be thrown open to the unrestricted coinage 
of gold. 

(2) That the rupee coins be continued to 
be given by the Government in exchange for 
gold but be not coined until the proportion of 
gold in the currency was found to exceed the 
requirements of the public. 

(3) That profit on the coinage of rupee be 
in future kept in gold as a special reserve. 

(4) That when the Government has accumu- 
lated a sufficient gold reserve and so long as 
gold is available, its obligations be discharged in 
India in gold instead of rupees. 

(5) That the relation of the sovereign to 
the rupee be Is. 4d, per rupee. 

(6) That the rupee, although made a token 
coin, be kept unlimited legal tender. 
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In short it recommended gold currency for 
India with the only proviso that rupee though 
a token coin was kept unlimited legal tender 
Conclusion. «nd made convertible into gold or sovereign only 
so long as it was available with the Government. 

Extent to which they were adopted. The 

British recommendations of the Committee were accepted 
cofnsmade entirety and sovereigns and half sove* 

legal ten- reigns were made legal tender throughout India 

at Rs. 15 to the pound. But as soon as the 
steps were taken to give effect to other recom- 
mendations, there were created difficulties. First 
The idea of ^ ^ could not be opened as the 

gold mint sanction of the Royal Mint was not received 

was drop- mainly because the authorities did not think 

that sufficient gold would be made available to 
enable the mint to continue for a long time, nor 
did they think it advisable to let the Indian 

Treasury bear the cost of the mint. Besides, 
they questioned the very necessity of a gold 
mint for India, as if all the members of the 
Committee had recommended it foolishly. 

Secondly, quite contrary to the recommenda- 
tion of the Committee, coinage of rupees had to 
Rupee be resumed very soon by the Government. There 
rnumed general monetary stringency, 

as no rupees had been coined after 1893. With 
the growth in business, the stringency was bound 
to be felt. Then, there were the consequences 
of the Act of 1898, The additional issue of 
notes against gold tendered in London necessi- 
tated the fresh coinage of rupees to ensure their 
convertibility. At first, the Government of India 
made an effort to induce the people to use sove- 
reign but failing in the same they had to coin 
fresh rupees. 
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Thirdly the use of the special reserve whose 
creation was recommended by the Committee 
out of the proSt on rupee coinage was changed. 
In the first instance, the Secretary of State 
decided to get it transferred to London where 
he invested it in sterling securities. Next, a 
portion of the same began to be kept in India 
in the form of rupees. Besides, more than £1 
million was diverted out of it to the capital 
expenditure on railways. The consequence of 
all this was that when during the crisis there 
arose a demand for remittance of gold to London 
in liquidation of India’s unfavourable balance of 
trade, the Government could not meet it. But 
as the rupee-sterling rate showed a tendency 
to weaken, reverse councils were offered in 
this country and were met out of the proceeds 
of the sale of sterling securities held in the reserve 
in London. 

Finally, flow of gold into India was 
checked by the Secretary of '^ State by selling 
Council Bills without limit and at times at some- 
thing below gold point against the currency 
reserve. 

Q. 57. Summarize the recommendations of 
the Fowler Committee, What steps were taken by 
the Government of India thereon, and with what 
results ? (17. A. 1943,} 

A, X summary of the Recommenda- 
tions of the Fowler Committee. Q. 50. 

Steps taken by the Government of India 
on the recommendations of the Fowler Com- 
mittee and the results thereof. The Govern- 
ment of India passed the Indian Act No. XXII 
of 1899, making sovereigns and hals-sovereigns 
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legal tender throughout India at Rs. 15 to a 
£ (Is. 4rf. to a rupee). Active steps were taken 
to open a mint for the coinage of gold in India. 
An active effort was also made to induce the 
people to use gold coins as a medium of exchange ; 
and currency offices, post offices and other Govern- 
ment institutions were instructed to pay these to 
the public. But this proved unsuccessful. A 
large number of gold coins returned to Govern- 
ment Treasuries. In many places, sovereigns went 
to a discount of 4 as. But there was a demand 
for rupees, and the Government, contrary to the 
recommendations of the committee, was compelled 
to resume their coinage early in 1900. The pro- 
fits on it were, however, credited to a separate 
gold reserve which finally came to be known as 
a gold standard reserve, and whose location, form 
and uses were subsequently changed from the 
recommendatior s of the committee. After 1900, 
the experiment of putting gold coins into circula- 
tion was not repeJfed. The net result of all this 
was the establishment of a gold exchange standard 
in India and not that of a gold currency standard 
as contemplated by the Committee 

Q. 52. WJiy was gold exchange 

standard established in India ? 

KRajputam) 

A. Ettabliahment of gold exchange 

standard in India. Gold exchange standard 
was established in India in the first decade of the 
present century. The Secretary of State for India 
had to incur certain expenses in England on 
behalf of the Government of India, and to collect 
these, he used to issue bills in London drawn on 
the Government of India known as Council Bills, 
At first, these were issued only to the extent of 
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his requirements but later on the practice was 
i changed and they began to be issued without 
limit at Is. 4^. which was the normal gold 
export point as well. The result of this action 
was that the exchange rate could not rise above 
this level. These bills soon became very popular 
in England as they provided for the importers of 
Indian goods a suitable medium of payment. The 
issue of these bills to an unlimited extent was 
made possible because of the establishment of 
the branches of the gold standard and paper 
currency reserves in London. The funds received 
by the Secretary of State for India by the sale of 
the council bills were credited either to the gold 
standard reserve or to the paper currency reserve, 
and notes and coins were issued in this country 
on their basis in their payment. A portion of 
the money thus received was also held by the 
Secretary of State for India for the purchase of 
silver and its shipment to India for the coinage 
of rupees. 

The sale of Council Bills was one facet of the 
gold exchange system, and it continued so long 
as India had a favourable balance of trade. But 
in 1907-8, the balance of trade of the country 
turned unfavourable. There arose a demand for 
gold for export purposes. According to the recom- 
mendations of the Fowler Committee, the 
Government of India should have met this. But 
there was no gold in the gold standard reserve in 
India. First of all, it was given out of the paper 
currency reserve with some limitations. Then, 
it was decided that the Government of India 
would make weekly sales of a certain maximum 
quantity of sterling bills on London in this 
country at a fixed rate of la. ^%\d. These bills 
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were known as reverse councils which completed 
the other side of the gold exchange standard. 
So long as they were available at Is. 3^d., the 
rate of exchange could not fall below, as nobody 
would have liked to have less than this amount 
for a rupee from anywhere else when this was 
available from the Government. On this parti^ 
cular occasion, the Government, however, sold 
these only up to a fixed extent every week, 
though till the date exchange strengthened. 
Later on, and specially when the rate of exchange 
showed a tendency to fall just after the out-break 
of the war, it sold these without any limit. 

The mechanism of gold exchange standard 
in India consisted of the council bills and reverse 
councils on the one hand, and the gold standard 
and paper currency reserves and cash balances 
of the Government of India and the Secretary of 
State for India. The Council Bills were paid in 
India out of the rupee reserves held partly in the 
paper currency reserve, partly in the gold stand- 
ard reserve and partly out of the cash balances 
of the Government of India. Reverse Councils 
were on the other hand, paid in London out of 
the sterling reserves held partly in the paper cur- 
rency reserve partly in the gold standard reserve 
and partly in the London cash balance. 

Q, 53. Explain the Gold Exchange Standard 
as it pn vailed in India before 1914, Discuss its 
strong and weak points, {U, P. 1941) 

A, It must first of all be mentioned here that 
the Gold Exchange standard, as it prevailed in 
India before 1914, had no legal sanction behind it. 
The Fowler commission had rejected it and the 
report of the Chamberlain Commission giving a 
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sanction to it had not come out till February 1914. 

Under this standard, India had two curren- 
cies, viz,, internal and external. Internal cur- 
rency consisted of the notes issued by the 
Currency Department of the Government, rupee 
coins and subsidiary coins, and external cur- 
rency consisted of the pound sterling, the cur- 
rency of the United Kingdom. Both these cur- 
rencies were inter-exchangeable at fixed rates. 
The Secretary of State sold Council Bills at 
Is. for a rupee to be delivered in India, 
and the Government of the country sold Reverse 
Councils at Re. 1 for Is. to be delivered 

in London. In fact, this was the way in which 
the exchange rate of the rupee was maintained bet- 
ween these two limits. The practice required the 
maintenance of huge balances both in India and 
London ; and for this purpose there were Paper 
Currency and Gold Standard Reserves, The 
standard was truly speaking sterling exchange 
standard, but could also be called ‘'gold exchange 
standard, as sterling was then in parity with 
gold. This standard had both strong and weak 
points. 

Let us first of all look to its strong points. 
The most important requirement of a sound mone- 
tary standard is that the currency of the country 
should have a stable exchange value. The 
rupee, as was pointed out by the Chamberlain 
Commission, had been firmly established ; and 
the measures adopted for its maintenance had 
worked well in the crisis of 1907-8, the only 
occasion when they had been put to the severest 
test. Next, a country should have the most 
suitable media of circulation. In India, there 
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were rupee coins and notes, and these bad 
served the purpose well. In fact, they consti- 
tuted the most economical form of money 
also. 

The standard had also certain weak points. 
One of them was artificial management of the 
whole system of currency and exchange. This 
involved, in fact, too much of Government 
interference and control. It also failed to in- 
spire confidence of the public. The system, as 
was discovered during and after the war period, 
was also not proof against a rise in the value 
of silver. In framing it, this contingency had 
not been taken into account. Rupee melting 
point had, in short, not been considered at all, 

Q. 54, Trace the causes of the hrealidowi 
of Gold Exchange Standard in India during 
the last Great War^ and give a brief survey 
of the measures adopted by the Government to 
prevent an under appreciation of exchange, 

(U. P. 1939) 

A, Causes of the breakdown of ex- 
change and measures adopted. As soon as 
the war broke out, there was a great demand 
for sterling and the rupee-sterling exchange rate 
showed weakness. But this was checked by 
offering drafts in India on London known as 
the Reverse Councils. Between Aug. 6, 1914, 
and January 28, 1915, they were sold to the 
extent of £ 8 million or so. This had a very 
good effect. 

It was, however, at the end of 1916 that 
acute complications arose in the sphere of 
exchange.e Here are the causes of the same. 
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(1) FavoufoMe Balance of Trade, Even 
before the War began, India had enjoyed a 
series of remarkably prosperous years. In fact, 
the successful working of the Gold-Exchange 
System was dependent upon the existence of a 
substantial balance of trade in India s favour. 
During the War also, and specially during the 
years 1916-17, 1917-18, and 1918-19, the ave- 
rage balance of trade in favour of India was 
greater than that of the three years preceding 
the War. This was due to the fact that supplies 
of food stuffs and raw materials were required 
for the use of allied powers, and the prices they 
realized were abnormally high. On the other 
hand, there was a contraction in imports as the 
productive power of the belligerents was more 
and more completely absorbed in war industries, 

(2) Exceptional Disbursements, As India 
formed the base of important military operations 
in the eastern theatres of War, the Government 
of the country was called upon to provide funds 
for the payment of British and Indian troops 
engaged and for the expenses incidental to a 
modern campaign, and for civil expenditure in 
occupied territories, 

(3) Heavy Decline in Imports of Precious 
Normally precious metals play an im- 
portant part in the adjustment of our favourable 
balance of trade but during the war years there 
was a heavy decline in their imports due to the 
restrictions placed by belligerent countries on 
their exports and difficulties of transport. 

These resulted in the strengthening of 
exchange and the heavy demand on the Sec- 
retary of State for issuing Council Bills. As 
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these were issued, the" Government of India had 
to meet the demand for currency. The circula- 
tion of notes increased. But this could not go 
on to an unlimited extent as it would have endan- 
gered their convertibility. Price of silver had 
risen and its supply was not available. There 
was a very great demand for metallic currency. 
We should remember that so long as the price 
of silver did not reach 43c?. for an ounce, there 
was no difficulty in selling Council Bills at 
Is. 4c?. and paying them in India in rupee coins 
or notes convertible into rupee coins. But the 
moment it reached that level it was not possible. 
In August 1917, the price exceeded 43^^., and 
it became necessary to raise the exchange 
rate also. Since then, it followed the price of 
silver and reached 2s. 4rf. in December 1919 
when the price of silver was 78rf. 

As pointed out by the Babington Committee, 
the inherent weakness of the Gold-Exchange 
system was that while it made provision against 
a fall in the value of rupee below Is. 4c?., it made 
no provision against a rise in the value of the 
rupee above Is. 4c?, consequent on a rise in the 
price of silver. The rupee melting point, in 
short, had not been considered. 

Q. 55. Examine the ejfects of the rise 
in the value of silver in 1914-18 on Indians 
trade, industries, and the state, {U, P. 1941), 

A, The effects of the rise in the value 
of silver in 1914-18 on Indians trade, indus- 
tries, and the ♦ State. The following were the 
effects of the rise in the value of silver in 1914-18 
on India s trade, industries and the State, 

Trade. The rise in the price of Silver to 
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43rf. and upward for a standard ounce necessi- 
tated the raising of the rupee-sterling ex- 
change rate in an exact proportion. Had 
this not been done, the intrinsic value of the 
rupee would have become greater than its ex- 
change value, and as a consequence, the rupee 
would have disappeared from circulation, or 
been melted down or exported. One of the 
results of this rise in the rupee-sterling exchange 
rate was to check the already rising level of 
prices in the country from rising still further. 
No doubt, there were certain other factors such 
as Government coutrol over the movement and 
prices of certain commodities in the country 
and restrictions on finance and freight which did 
it. But this also had its own influence. As 
is always the case, the check in the further 
rise of the price level somewhat cut down 
the profits of the traders but this did not 
mean in any way lesser activity in the market 
because the general price level was too high 
to result in any such thing. On the other 
hand, there were some commodities whose prices 
were not at all affected by changes in foreign 
exchanges. The question of effects on their 
trade, therefore does not arise at all. But there 
is one thing which must never be lost sight 
of. It is that changes in exchange rate in them- 
selves bring about dislocation of trade. This, 
of course, could not be avoided, Much difficulty 
did arise due to uncertain conditions. Finally, 
rising exchange did bring about adverse effects 
on the export of commodities not required for 
carrying on the war, though the business in 
them had already been reduced to the minimum 
by the difficulties of transport. 
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Iluittgtriet. As regards the effects dn 
we find that it was already making much pro- 
gress due to the impetus given to it by war. 
The check in the rise of prices was, therefore, 
again too slight to have any effect upon it. 
But there were certain commodities, whose 
production had not obtained any impetus due 
to War. Their prices too, were, however, not 
^t all affected by the rise in the exchange rate, 
and hence the question of the effects on the 
rise in the value of silver does not arise in 
their case as well. 

The State. The effects on the State were, 
however, of a far reaching consequence. First 
of all, there were home changes amounting to 
£25 million a year. The net burden of the 

remittance of these upon the Government fell 
with every rise in the price of silver. This 

was a gain to the state. But it was only 

incidental. In other ways, it was placed in 
difficulties of an unprecedented nature. Demand 
for rupee currency had risen, and silver could 
be purchased only at very high prices. This 
involved it in much trouble. Council Bills 

could not be sold at Is. 4}d., the official rate. 
The Secretary of State in the beginning declared 
his intention to maintain it by placing a res- 
triction on their sale, but later on under the 
pressure of continually rising prices had to give 
up the attempt. This led to the breakdown 
of the monetary standard whose cause had so 
much been championed in the past. As rupee 
currency could not be supplied according to 
the demand, measures had to be adopted to 
discourage its use. Besides, other forms of 
currency were brought into circulation. There 
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was tbe fear of the dissipation of rupfee coins by 
^export or melting. Hence, its use for other 
than currency purposes was made illegal. Faci- 
lities for tbe encashment of notes at the District 
Treasuries had also to be withdrawn. It was, 
in fact, the timely delivery of Pittman silver 
from U. S. A. that saved the notes from becoming 
inconvertible. 

Q. 56. What difficulties did the Indian 
Currency and Exchange experience during the 
Great War ? How were they met ? (Calcuttaf 

1937). 

A, Difficulties experienced by the Indian 
Currency and Exchange during the Great 
War. The difficulties experienced were tempo- 
rary and permanent. Temporary difficulties 
extended up to the completion of 1916, while 
permanent difficulties extended up to the year 
1919. 

Temporary difficulties. Temporary difficul- 
ties consisted of the weakening of exchange, with- 
drawal of savings bank deposits and bank deposits, 
a demand for the encashment of notes, and a run 
on Indian gold stock. 

Permanent difficulties. While temporary 
difficulties arose due to a panic caused by the 
outbreak of the war, permanent difficulties were 
brought about by a rise in the value of silver. 
The latter were, of course accentuated because of 
(1) a continued and increasing favourable balance 
of trade, (2) exceptional disbursements, (3) heavy 
decline in imports of precious metals and (4) 
absorption of rupees. 

Ways in which these difficulties were 
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met The following were the ways in which 
these difficulties were met. 

(1) Weakening of exchange was set aright by 
issuing reverse councils. Between 6th August, 
1914 and 28th January, 1915, they were sold to 
the extent of £ 8,707,000. In February, 1915, 
demand for council bills revived. But, there 
arose a slight weakness again in 1915-16 and 
between November 1918 and April 1919. But 
this was tide over on these two occasions as well 
by the sale of reverse councils. 

(2) Withdrawals from savings bank and bank 
deposits were also met in full and this had the 
effect of restoring confidence in them in the end. 

(3) Initial demand for the encashment of notes 
also having been met in full, their active circula- 
tion soon began to rise. From about Rs. 43’96 
crores at the end of 1914-15, it rose to about 
Rs. 15378 crores by the end of the year 1919-20. 

(4) Demand for gold in exchange for notes 
was also tried to be met by the Government at 
first, but soon it was felt that this was not pos- 
sible, and its offer to private persons was 
suspended. 

(5) When because of a continued and increas- 
ing balance of trade, demand for council bills 
increased in London, the Secretary of State for 
India had to put a limit to their sale, or else 
convertibility of notes which were issued in their 
payment in India would have been endangered. 
This, however, resulted in a divergence between 
the market rate of exchange and the rate at which 
the bills were sold. Next, the bills were sold 
only to the importers of materials necessary for 
the prosecution of war. 
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(6) When the price of silver rose above 434 Rate of 
per ounce, it was not possible to sell council 
bills at Is, 4^. and make the payment in rupee ^ 
coins which cost more than this sum. As notes 
were convertible into rupees, payment could not 
be made in notes as well. There was always a 
need for the maintenance of a sufficient amount of 
rupees for their encashment. Hence, the rate of 
exchange at which council bills were sold was 
raised with a rise in the prices of silver. 

7. To meet the demand for rupees, the 

Secretary of State for India purchased silver 
for coinage. But the demand was so enormous 
that the ordinary market could not satisfy it and 
an approach had to be made to the Government 
of U, S. A. for a aJe of silver. It was the 

timely arrival of this silver 'which enabled the 

Government to avert a serious currency crisis 
in this country. 

8. With a view to avoid competition of the p^of 
Secretary of State with Indian public in purchas- silver 

ing silver in foreign markets, import of silver into prohibited. 
India on private account was prohibited. 

9. The shortage of silver led the Government Acquisition 
to acquire .and use gold. An ordinance issued and use of 
in 1917, required all gold imported into India ' 

to be sold to the Government at a price based 

on the sterling exchange value of the rupee. A 
branch of the Royal Mint was established in 1918. 

Pending the establishment of the Mint, gold 
mohur, a 1 5 rupee coin of the same weight and 
fineness as sovereign, was minted. The branch of 
the Royal Mint was, however, closed in 1919. 

10. After the armistice, on the removal of 

war time restrictions on the export of gold from available. 
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belligerent countries, the Government of India 
bought it in London, U. S, A. and Australia, and 
made it available to the people. 

11. Silver and gold coins had begun to fetch 
a higher value as metal than as coins. Hence, their 
use for purposes other than currency was declared 
illegal Their welting and exporting was also 
declared illegal. 

12. With a view to economise silver, eight 
anna, four anna and two anna pieces were made 
of nickel instead of silver, and Rs. 2J and Re. 1 
notes were issued to supplement rupee coins. 

13. In spite of the run for encashment of 
notesi^ made from time to time, their gross 
circulation went on increasing. 

14. On the commencement of the war, the 
fiduciary issue amounted to Rs. 14 crores. But 
by the end of the year 1919, it had reached the 
stupendous figure of Rs. 120 crores. Restrictions 
were imposed on their encashment as well, and 
the result was a small discount or butta on them 
in many parts of the country. 

15. Measures were taken to keep down the 
expenditure of the Government, Additional tax- 
ation and borrowing was also resorted to. Post 
office cash certificates were introduced for the first 
time. 

Q, 57, Briefly explain how the Indian cur* 
rency system was affected by the Great War^ and 
what steps were taken to meet the situation ? 

(Calcutta 1939), 

A. This -question can be solved with the 
help of the answers to Qs. 53 and 55. 
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Q. 58, Ex^tm the Indian 

currency system jmt before the Gfe^ 

(Rajputana), 

A. The working of the Indian currencsr 
system just before the Great War. The s.E.S./ 
Indian currency system just before the Great War the basis, 
was based on sterling exchange standard. But as Same as 
sterling was in parity with gold, it could be called G, E. S. 
gold exchange standard as well. Under this 
standard, there were two currencies, vis., internal 
and external. Internal currency consisted of notes 
and rupee and subsidiary coins, all issued by the 
Government of India, and external currency con- 
sisted of the sterling. Notes were backed by a 
reserve known as the paper currency reserve description 
which could be held in rupees, and gold coins and 
bullion either in India or London, and to a limited 
extent, known as the fiduciary portion, in rupee 
and sterling securities. They were convertible 
in rupee coins. The whole of the internal cur- 
rency was, on the other hand, convertible into 
external currency, and vice versa. 

For a conversion of internal currency into Device of 
external and external into internal, a device of issuing 
issuing sterling bills in India on London and rupee ^Msand 
bills in London on India was adopted. The reverse 
former were known as the reverse councils and councils, 
the latter as council bills. By issuing the council 
bills the rate was checked from rising above 
Is. and by issuing the reverse councils it was 
checked from falling below Is. 3§fd. The council 
bills were paid in India out of the paper currency 
and gold standard reserves and cash balances, of 
the Government of India, while the reverse coun- o^rof 

cils were paid in London out of the same held reserves. 
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tbiMre. Gold standard reserve was created and 
maintained out of the profits on the coinage of 
rupees. 

The system, of course, worked well and was 
beneficial to India, It had supplied suitable media 
for internal circulation, provided means for a 
settlement of the balance of trade, secured stability 
between rupee and sterling, and prevented a fall 
in the value of rupee below Is. 4d* 

But it was not a proof against a great rise in 
the value of silver as was brought to light subse- 
quently. In framing it, this contingency had not 
been taken into account. Hence, when the unex- 
pected happened, it threw the currency system out 
of gear. 

Q, 59. In what circumstances was the gold 
value of the rupee fixed at two shillings ? What 
were the effects of the adoption of this ratio ? 
{Rajputana). 

A. Cireumstances leading to the estab- 
lishment of the rupee at two shillings. 

When the price of silver rose during the war 
above 43d. per ounce it was not possible to sell 
Council Bills at Is. 4jd. which was the normal 
rate of exchange at which the Secretary of State 
for India sold them, as their payment in rupee 
coins which cost more than this sum could not be 
possible. As notes were convertible into rupees, 
payments could not be made in them as well. 
There was always a need for the maintenance of 
a sufficient amount of rupees for their encashment. 
Hence, the rate of exchange at which council bills 
were sold was raised with a rise in the value of 
silver, and had reached in May 1919 when Bab- 
ington Smith Commission was appointed near 
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about Is. SA During the period, the commission 
carried on its investlgatioa, it rose still higher and 
reached the level of even more than 2s. 

The majority of the commission thought that 
the price of silver was bound to continue to be 
high, and if rupee was to be fixed at a higher 
ratio, it would continue to be a token coin and 
thus enable the Government to control and 
regulate the amount of currency in circulation. 

It also thought that the existing rate was high 
and if it was lowered, there was bound to be caused 
a rise in prices which would, in its turn, cause 
hardship to the poorer classes. 

Besides, a high ratio was advantageous tp 
Indian producers, as it was expected to ket p the 
cost of materials and machinery down in terms of 
rupees. 

A high rate was not expected to discourage 
exports as well, as the world shortage of raw 
materials and foodstuffs was expected to continue 
and give India a monopoly in its trade. 

Government finances were also bound to gain 
enormously on account of a high rate by a saving 
in the remittance of home charges. 

Hence, rupee was established at two shillings. 

Effects of the adoption of this ratio. As 

soon as this rate was adopted, a number of 
factors came up which tended to bring about a 
fall in it. But the Government made serious 
efforts to maintain it. It sold reverse councils at 
rates determined by the fall in the value of 
sterling in terms of gold less expenses for the 
shipment of gold. But, later on, finding that the 
rate could not be niaintamed at 2s. gold, it tried 
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to maintain it at 2s. sterling. After sometime 
this also bad to be given up. Besides the safe of 
reverse councils, the Government continued the 
sale of gold. It also tried to contract currency 
with a view to raise the exchange value. 

Finally, the sale of reverse council was stopped. 
Left to itself, the exchange adjusted according to 
the forces of supply and demand. 

The sacrifices involved in the attempts to raise 
the exchange rate were enormous. Reverse coun- 
cils were paid in London out of the sterling secu- 
rities and Treasury Bills which had been acquired 
at Rs. 15 for a pound but were sold at Rs. 10 to 
Rs. 7 per pound. The difference whs a heavy 
loss by the Indian Exchequer. It amounted to 
about Rs. 40 crores. The collapse of exchange was 
critical for importers many of whom had ordered 
for goods w'hen exchange was high v\ithout fixing 
for their exchange and were unable or unwilling to 
settle at the low rate when the goods arrived. 
Exporters found themselves loaded w’ith produce 
for which there was no foreign demand. Prices 
went down in the country and they had to suffer. 
Besides, deflation of currency brought the people 
in difficulty. In the first place, it made the money 
market tight and raised the bank rate of interest 
on loanable money, and in the second place, it 
tended to lower down the already lowering down 
prices. Company promoters did not get capital, 
the already existing concerns did not get market 
for their produce, and the agriculturists, could 
not realise, in many cases, even their cost of 
production. 

In short, it may be said that the effects of the 
adoption of a two shillings ratio were contrary to 
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wbat the majority of the Babingtoo Commission 
had thought* 

Q, 60, What were the recoinmendations o) 
the last Royal Commission on Indian Currency 
and Finance and how far have they been ^iven 
effect to ? {Rajputana) 

A. 


RECOMMENDAnONS OF THE HILTOM 
YOUNG COMMISSION 

Gold Bullion Standard. Hilton Young 
Commission recommended Gold Bullion Stan- 
dard for India. The Currency authority was 
for this purpose to be obliged to buy and seJJ 
gold bars at rates determined by the fixed gold 
parity of the rupee and in quantities of not less 
than ^00 fine oz. {i,e,, 1065 tolas). No limitation 
was to be imposed as to the purpose for which 
gold was required. But they stated that in the 
case of India there was a difficulty in the way 
of imposing this obligation in this form. She 
demanded gold both for monetary and purely 
social uses, and this latter was to be seriously 
taken into account. It was essential, therefore, 
that the conditions which were to govern the 
sale of gold by the currency authority were to 
be so framed as to free it in normal circumstan- 
ces from the task of supplying gold for non- 
monetary purposes. This, then, was to be the 
limitation in the case of India. 

Subsidiary recommeodatioDS in this con- 
nection. A number of other recommendations 
were made as a result of the adoption of the 
Gold Bullion Standard. These were :—•(!) The 
Sovereigns were demonetised. (2) Gold saving 
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certificates redeemable in three or four years 
and yielding interest to one who bought it were 
to be issued. (3) New notes were to be issued 
convertible into gold bars and not in silver 
rupees. The old notes were to continue to be 
converted into silver rupees. (4) The coinage 
of the rupee was to be stopped until the rupees 
in circulation were reduced to the amount re- 
quired for small change. (5) One rupee notes 
were to be re-introduced but were not to be 
convertible by law into silver rupees. (6) Both 
the Gold Standard and Paper Currency Reser- 
ves were to be amalgamated and the propor- 
tions and composition of the combined reserve 
was to be fixed by law. They laid down that 
gold and gold securities were to form not less 
than 40 per cent, of the total. 

Reserve Bank of India. The second prin- 
cipal recommendation of the Commission was 
regarding the authority controlling the working 
of the stand ird. This was to be the Reserve 
Bank of India. The note-issue business was to 
be transferred to it from the hands of the 
Government. It was to be a banker’s bank. 
All the banks were to maintain with it a balance 
to the extent of 10% of their demand liabilities 
and 3% of their time liabilities. It was tore- 
discount the bills of its member banks at its 
bank rate announced weekly. L was also to 
purchase and sell foreign exchanges. The bank 
vsasalsoto act as a government bank. A num- 
ber of restrictions were recommended to be im- 
posed upon the bank. There were also certain 
recommendations with regard to the constitution 
etc., of the bank. 

Exchange Rate. The third most important 
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recommendation was regarding “the rate of ex- 
change. It was to be fixed at Is, fid. gold. 

Steps taken on the recommeDdations. 

The first fruits of the recommendations was the 
passing of the Currency Act, 1927. It embo- * 
died merely those measures which were for the 1927 , 
transitional period— the period upto the date of 
the passing of another Bill, viz., ‘Gold Stan- 
dard and Reserve Bank of India Bill/ But this 
was dropped later on The clauses of the Act 

were ( 1 ) the ratio was fixed at Is. fid. gold or ^ 

8*47512 grains of gold for a rupee, (2) Sovereigns demorS^. 
and half-Sovereigns were demonetised, (3) it im- 
posed for the first time upon the Government a 
statutory obligation, (a) to purchase gold bullion Purchase atid 

tendered by the public for sale in the form of »!« of gold 

bars containing not less than 40 tolas of fine 
gold at the rate of Rs. 21-3-10 per tola of fine 
gold (i. e., at Is. fid. « Re. 1 ), ( 6 ) to sell to any 
person who made a demand on that behalf, gold 
for delivery at the Bombay Mint at Rs 21-3-10 
per tola of fine gold or, at the option of the 
Controller, sterling for immediate delivery in 
London at an equivalent rate, provided that no 
person was entitled to demand an amount of 
gold or sterling of less value than that of 1065 
tolas of fine gold. 

In September 1930, U, K. abandoned gold 
standard. India had also to do the same. 

Since then, we have purely sterling-exchange S, E.S. 
standard. 

In 1934, Reserve Bank of India Act was Establish- 

passed. In 1935 the bank was established, mentof 
With the establishment of the Reserve Bank of 
India, note-issue business was transferred from 
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the hands ol the Government of India to those 
of the bank. On this date, two reserves were 
Composition unified. The composition of the Paper Currency 
otthe P.C.R. Reserve is as had been laid down in the Act. 

Gold coins, bullion and sterling securities form 
40 % of the total according as was recommen- 
Government ded by the Commission. The Reserve Bank 
is a Government bankas also the banker’s bank. 
Scheduled banks have to maintain a deposit of 
at least 5 % of their demand liabiJities and 2 ^ 
Purchase and of their time liabilities. The bank is also under 
sale of obligation to purchase and sell sterling at fixed 
*^^'*"8* rates. 


S. £. S. and 
G. E. S. 
rejected on 
general 
grounds. 


Shortage 
ot gold. 


Q. 6h Discuss the reasons which led the 
Hilton Young Commission to recommend gold 
bullion standard for India. (Allahabad, 1<)4l) 

A. ReatoDs which led the Hilton Young 
Commission to recommend gold bullion 

standard for India. The standards alternative to 
gold bullion standard were (1) sterling exchmge 
standard, (2) gold exchinge standard and lo) 
gold currency standard. The first two were 
rejected by the Commission on general g^ou^ds’’^ 
The objections to gold currenc> standard were 
the following : — 

(1) A large extra demand for gold from India 
would cause increased competition for gold among 
the countries of the world and lead to a substan- 
tial fall in gold prices and a substantial curtail- 
ment of credit.’ Credit is based upon gold and a 
fall would cause a shortage. 


The students may here state the general grounds (1) 
lack of simplicity, (2) Absence of confidence (3) Unautomatic 
character, and (4) inelasticity. In the case of sterling exchange 
standard; there is also the defect of the dependence ot one 
currency upon the other. 
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(2) The actual demand for gold cannot be Actual 
estimated* It is possible that the people may 

begin to prefer gold coins to notes. The fear in gj 
the fall in the status of rupee may also cause estimatedt 
their conversion into gold coins. 

(3) The fall in the demand for silver because of 

of the adoption of a gold currency standard would a tall in the 
reduce its price. This would involve a loss to 
the Indian Exchequer on the sale of the surplus 
silver. Further, it would lower down the value 
of saving's of the poorer Indian people who invest 
them in silver ornaments. 

(4) Adoption of gold currency standard by Abandon* 
India might lead to demonetisation of silver by ment of 
China as well. Thi ' would raise the price of gold 

and thus result in the difficulties mentioned in (1). by China 
Further, it would also reduce the . price of silver tcarcd. 
and thus raise the difficulties mentioned in (3). 

(5) India would not get gold without the co- Great 

operation of Great Britain and U. S. A., and these % 

countries are against the adoption of gold currency oppos^! * 
standard by India, 

(6) The scheme would prove costly. It might Costly, 
mean Rs. 3 crores a year for about 10 years. 

Then, there w ire certain other general objec- 
tions. 

(7' Gold in circulation is expensive, while gold 
in reserve is more useful for bringing about stabi- 
lity in exchange. 

(8) Gold currency standard is a sign of back- 
wardness. Many countries returning to gold stand- 
ard after the war did not return to its gold cur- 
rency form. 

(9) The bulk of transactions in India involve 
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A. U. K. went ^ off the gold standard on Sep- 
tember 21, 1931. ‘ The monetary standard o{ 
India, since the passing of the Currency Act, 1927, 
bad been gold bullion cam sterling exchange 
standard, as it had been made by that act obliga- 
tory upon the currency authority to purchase gjli 
and sell gold or sterling from or to the public at fixed 
rates and in not less than fixed minimum quantities. 
With the U. K.*s going off the gold standard, it 
became necessary for the Government of India to 
decide whether it v^ould continue the sale of 
gold or of sterling at the fixed rate. Only one 
could be so sold as there existed no longrr a fixed 
parity between them. But the decision had to be 
postponed so long as the instructions were not 
received from the Secretary of State with regard 
to it. An Ordinance was, however, promulgated, 
on the same date prohibiting the sale of gold 
and sterling by the Currency Authority at the 
statutory rate. A bank holiday for three days 
was also declared to avoid speculative dealings in 
exchange. Finally, when matters had been settled, 
on September 24, another Ordinance was pro- 
mulgated to declare the intention of the Govern- 
ment to maintain the ratio at Is. 6d. sterling and 
not gold. This was a clear departure from both 
what had been recommended by Babington Smith 
Commission and Hilton Young Commission. As 
there was a fear of the causing of undue strain 
by the public on the gold and sterling resources 
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il the Government of India and export of capital 
ihroad, it was also announced at the same 
Utime that sterling would be sold only to the 
^recognised banks for financing normal trade re- 
quirements and contracts completed before Sep- 
tember 21, 1931. The control was to be exer- 
cised through the Imperial Bank, 

One effect of this linking of the rupee with 
the sterling was that with the depreciation of the 
latter in terms of the other foreign currencies and 
the former also depreciated to the same 
extent in their term ; and the price of gold rose 
n this country very high. This led to the 
sxfiort of the yellow metal in huge quantities. 
The restrictions on the sale of sterling thus be- 
•oming unnecessary, the announcement to this 
effect was withdrawn in 1932. The export of 
jold continued uncontrolled since then till recent- 
V when due to the outbreak of the present war 
t was controlled by the Government. 

When the Reserve Bank of India was estab- 
ished, the question of the standard of value for 
he country again assumed much importance. What 
he Government had been practising since 1931 
vas regularised and made statutory by the Reserve 
3 ink Act 1934, It was stated that in the exist- 
ng state of monetary disorganisation in the world, 

10 ^uch standard could be devised as would be 
adre stable and permanent. Indian opinion, on 
he other hand, undoubtedly regarded the ques- 
ion of monetary standard as one requiring imme- 
Hate attention. It was argued that the existence 
>f a suitable monetary standard was a pre-requisite 
0 the success of banking in a country, Deprecia- 
lon of the rupee in terms of sterling was also 
egarded necessary in order to put the foreign 
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trade of the country on a sound basis. No doubt 
it had depreciated in gold, but the fact was that 
it had remained overvalued in terms of sterling. 
As against this other foreign currencies had been 
devolved in its term. Another criticism was that 
the export of gold was allowed to continue with- 
out any restriction from the side of the Govern- 
ment. In fact, since 1931, almost all the speeches 
and writings in connection with the currrucy 
policy of the Government had till the outbreak 
of the present war centred round the ques- 
tions of devaluation of the rupee and exfiort 
of gold. 

The present essay will not be complete with- 
out the mention of a very important change that 
has been brought about in the currency system 
of the country with the est iblishmeiit of ttie 
Reserve Bank. It is that since it his come into 
existence, the note issuing authority has been 
transferred to it. There have als) been certiiu 
minor changes in the constitution of the Taper 
Currency Reserve. 

Q. 63, hen and why did India adopt sterl- 
ing exchange standard ? Name the autli6rit\^ 
responsible for its maintenance, indicating the 
methods adopted bv such authority for this pur- 
pose. ^ {U. P, 1937) 

A. When adopted ? Sterling-exchange 
standard was first adopted in India during the 
first decade of the twentieth century. But so 
long as sterling was in parity with gold, there 
was no difference between this standard and the 
gold-exchange standard. 

Why adopted ? As regards the question why 
did India adopt this standard, let us refer to 



INDIAN CURRENCY AND EXCHANGE tgS 


what the Chamberlain Commission pointed out 
in this connection. According to them, force of 
circumstances compelled the Government to 
evolve a new system, which was contrary to 
one sanctioned by the Fowler Committee. The 
system, as they stated, had never been delibera- 
tely adopted as a consistent whole, nor did the 
authorities themselves appear to have had a clear 
idea of the final object to be attained. To a 
great extent this system was the result of a series 
of experiments. 

How adopted ? Normally India has a 
favourable balance of trade. The Secretary of 
State, taking advantage of the same, introduced 
in 1898, the practice of selling the council 
drafts for gold in London, and issuing notes 
against such gold in India, with a view to meet 
what are known as Hbme Charges. This was 
advantageous in two ways : (1) a pait of the 
favourabie balance of trade of the country was 
liquidal('d without gold being transferred, and 
(2) Home Charges wer(‘ met without the Govern- 
ment of India having to send gold from the 
country. In short this saved, in the first place, 
the transhipment charges of individuals and then 
again those of the Government of India. By 

and by it began to be realised that the practice 
could be extended with advantage for keeping 
a part of the paper currency reserve in London 
in order to purchase silver there for tranship- 
ment to India for coinage purposes, and con- 
sequently since 1904, the offer for the sale of 
council bills was kept open without limit (i. e., 
over and above the requirements of the Secre- 
tary of State). In this way the rupee-sterling 
rate did not rise above Is. the price at 
^hich council bills were sold. 
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Id pursuance of the recommendation of the 

Fowler Fow'fer .Committee, the Government of India pro- 

Commlttee. posed the formation of a special reserve oat 

of the profits on rupee coinage in September 
1900. The idea was to keep the reserve in gold 
locked up in a special chest in India. But the 
steHinc* Secretary of State decided that it should be re- 
securities. mitted to London and invested in sterling secu- 

rities. This provided a further opportunity of 
transfering funds from India to Englmd and 
thus facilitating the issue of council bills to any 
extent. 

During the crisis of 1907-8, however, India's 
balance of trade turned unfavourable, and there 
was a demand of gold for export to England.. 
This was not met in full with the result that 
Reverse Ihe rate of exchange declined. Since 26th 

councils March, 1908, however, weekly sales of sterling 

the^Srs/^^ bills on London (reverse council) began to be 

time and made in India at a fixed rate of Is, ^d. The 

exchange securities in the gold standard reserve were rea- 

strengthened. ^j,ggg London. They con- 

tinued to be sold freely in this country until (on 
11th September, 1908) the exchange appeared to 
have been strengthened. 

Thus the rupee was established. It was clear 
that it could be checked from rising above and 
Achievement below a certain point by issuing council 

bills and reverse councils with the help of the 
two reserves. 

Approval Chamberlain Commission in its findings ap- 
ijven^ proved of the standard. It, however, broke 

Commission" during the War because as the Babington 

Smith Committee pointed out, there was an in- 
herent weakness in it, viz,, that while it made 
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provision against a fall in the value of the rupee 
below Is, 4J,, it made no provision against a rise in 
the value of the rupee above Is. 4d. consequent 
on a rise in the price of silver. The rupee melt- 
ing point, in short, was not considered. 

The Babington Smith Committee drew a dis- G. E. S. 
tinction between gold exchange standard and 
sterling-exchange standard and recommended 
the former. The Government of India, however, 
could maintain neither for sometime. Since 
1924, it maintained the parity of the rupee with 
sterling till the latter came in parity with gold. 

But in the year 1931 again, when the sterling s. E. S. 
was divorced from gold, rupee had again to 
follow sterling. Since then, we have sterling- 
exchange standard. It was quite contrary to 
what was recommended by the last Currency 
Commission and the authority responsible for the 
departure was the Secretary of State. 

At present no reserve is kept in England, r, b. 

The Reserve Bank of India, however, maintains maintains it. 
the exchange rate by the contraction and ex- 
pansion of currency. It uses its sterling resour- 
ces and power to issue notes for this purpose. 

Q, 64, Outline the origin, /unctions, and 
the present position of the Indian Gold Standard 
Reserve. ([/. P. 1936) 

A. The gold standard reserve was estab- fowler 
lishedin 1900. The Fowler Committee had re- Committee 
commended that the profits on the coinage of 
rupees should be set apart and kept in gold as a 
special reserve in India. The principal use of 
the gold reserve, as laid down by them, was to 
make it available for foreign remittance when- 
ever the exchange fell below specie point. 
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Functions. But as soon as the reserve 
was established, the profits on coinage were re* 
mitted to London and invested in securities, and 
since then although the original purpose remain- 
ed the same,, the method of performing its func- 
tion changed. In case there was an unfavourable 
balance of trade in the country, and exchange 
tended to fall below the specie point, the Secre- 
tary of State stopped issuing council bills and 
thus an addition to Indian currency was checked. 
This had the desired effect of raising the value 
of the rupee by restricting its supply. At such 
times, if the Secretary of State needed funds in 
London, he could fall back upon the reserve. 
Again, the Government sold reverse councils 
here on London. The effect of doing this was 
that the internal currency being withdrawn from 
circulation its value in terms of sterling tended 
to rise. Thus besides strengthening the rate 
of exchange, it also liquidated the unfavour- 
able balance of trade, as importers of commodi- 
ties purchased reverse councils and sent them to 
their creditors in London who got payment 
in gold from the gold standard reserve on pre- 
sentation of the same to the Secretary of State. 
Thus it served three purposes, namely, (1) the 
strengthening of the exchange rate, (2) liqui- 
dation of the unfavourable balance of trade, 
and (3) the meeting of Home charges’, 

Position. We have seen that the Fowler 
Committee recommended the reserve to be 
kept in India in gold, but this was not done. 
Instead it was transferred to London and inves- 
ted in securities. In 1906, however, came a 
change. The difficulty in meeting the demands 
for rupees led to the formation in India of a 
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special reserve for this purpose outside the 
paper currency reserve. This was to be in 
coined rupees and was to form a part of the 
profits orvi^the coinage of rupees. Thus two 
branches of the reserve were formed, (1) the 
London branch and (2) the Indian branch in the 
form of rupees. 

In 1907, on the recommendation of a Commit- 
tee, known as the Mackay Commitee, appointed by 
the Secretary of State to consider the question of 
Indian Railway finance, a sum of more than 
a million pounds was transferred from the Reserve 
to the provision of rolling stock and 
other improvements for Indian railways. 
It was also decided that for the future 
one-half of any profits on the coinage of rupees 
would be transferred for this purpose until the 
gold standard reserve reached £20 million. It 
was apparently contemplated that after the to- 
tal had been reached, all profits on silver coinage 
would be diverted from the reserve. But a 
serious crisis occurred in the year following, 
and the decision had to be changed. The re- 
serve was hard hit by this crisis. In all more 
than £8^ million were withdrawn from the 
reserve to meet the reverse councils for streng- 
thening the exchange value of the rupee. There 
was much public criticism on the location and 
composition of the reserve. The Chamberlain 
Commission appointed to give its opinion on 
the same decided many of the points. Firstly, 
it recommended that no limit was to be placed 
on the total reserve and the profits on coinage 
of rupees were to be exclusively credited to it, 
In addition they recommended that (1) a much 
larger portion of the reserve be held in actual 
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gold, (2) the Indian branch df the reserve in 
which rupees were held be abolished, and (3) 
the most suitable place for location of the re- 
serve v»^as London. These recoirio.^endations 
were accepted and given effect to with the only 
exception that during and after the War the 
reserve was held chiefly in securities. The re- 
commendations of the Babington Smith Com- 
mittee were also to the same effect as that of 
the Chamberlain Committee with the only ex- 
ception that it considered the holding of a por- 
tion of the gold in the reserve in India as neces- 
sary in order to inspire confidence in the public. 
In the years that followed the amount of the 
reserve mounted upto more than £40 million, at 
which figure it was kept till its unification with 
the paper currency reserve on the establishment 
of the Reserve Bank of India as proposed by the 
Hilton Young Commission. 

^Q, 65, Account for the unusual export of 
gold from India at the present time. Has India 
benefited by it ? (Rajputana) 

A. Causes of the gold export . India 
had gold bullion or exchange standard till 1931. 
In September of this year, U. K. went off the 
gold standard. The Secretary of State for India 
decided that thenceforth Indian currency would 
also be not exchangeable with gold, but instead 
it would be exchangeable with sterling. The 
result was that as sterling fell in terms of gold, 
rupee also fell in terms of the same. Till Sep- 
tember, 1931, mint price of a standard oz. of 
gold was £3. 17s. lOid. in U. K. Since then it 


*The question and the answer need change in the 
light ot present conditions. 
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faas been rising and at present it is about £8. 8s. 

Similarly, the price of gold has also risen in this 

country from about Rs. 21-4 per tola to about 

Rs. 42 per tola. As the price of gold rose, it 

was natural for the people to sell it in large 

quantities. Gold is being sold, therefore, firstly 

as it is profitable to do so at the present price, profitable. 

secondly because the people of the country, not 

being able to meet their current expenses out of 

their current income, are forced to fall upon 

their hoards. This is due to the effects of the 

Is. 6d. rate. 

ItB effects. One view is that the present 
gold export is beneficial to the country in a 
number of ways. First of all^ people have sold 
it at a profitable rate. Secondly ^ their holdings Advantages 
have now been transformed into money which claimed, 
they can invest in industries. Thirdly^ the 
Government was enabled from 1931 to 1937 to 
buy sterling and build up decent balances in 
London. This has been good inasmuch as it 
has enhanced the credit of the country in the 
eyes of the ioreigners. Fourthly, since 1937 it 
has enabled the authorities to maintain the 
exchange ratio which w’ould have tumbled down 
in its absence. Finally, there are people who 
believe that the price of gold is sure to fall in 
the near future when the important countries of 
the world realise that they have been paying 
too high a price for a metal which has no use. 

In fact, the monetary use of gold has now been 
reduced to the single function of a corrective 
to exchange fluctuations through the agency of 
exchange equalisation funds. But this, again, is 
not necessary now. The managers of the funds 
in every country have come to realise that ex- 
9 
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change fluctuations can be imtigated by other 
and Jess » costly means and processes o, g,, hy 
purchase and sale of foreign securities. Under 
tie circumstances, it they have not yet renoum 
ced the use of gold, it is because they realise 
that in the event of depreciation of gold, their 
own stocks of gold would become worthless. 

U. S. A., England and France are thus the only 
countries having interest in the future of gold 
at present. How long these countries would 
be able to keep up the price of the metal under 
the circumstances is a question, we cannot 
answer. But this much is certain that the un- 
der current of events indubitably point to a de- 
preciation of gold. If it is so, the present export 
of gold from India is very desirable because 
a poor country like it cannot afford to allow 
its accumulation of precious metals to freeze 
in its own hands. 

But there is another view which holds that 
gold exports are detrimental to the interests of 
the country. It is pointed out that Indian 
currency itself is aj depreciated currency, and 
holdings in it are sure to freeze away. Besides, 
we have no confidence in the sterling too ahd it 
is just possible that it may also lose its value. 
Then, statistics show that no appeciable deve- 
lopment of industries has been brought about 
in this country during this period. This is due 
to the economic policy of the Government. 
The high rate of exchange whose maintenance 
in recent years has been made possible because 
of the gold exports, is also not desirable for 
the country. 

As a conclusion, it may be said that gold 


Conclusion* 
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exports are in themselves not detrimental But 
they have been so because their proceeds have 
not been used up for the benefit of the country. 
It has rather been squandered away uselessly 
and the currency of the country in which we 
hold it, is also not stable and may deprecite 
in value at any time. 

Q. 66. Trace the economic effects of the 
export of gold from India in recent vears, 

(Calcutta, 1939) 

A. An answer to this question can be given 
with the help of the answer to Q. 65. 

Q. 67, Contrast the effects of gold imports 
and exports upon the economic system of India, 
as shown by her actual experience {Calcutta, 1940) 

A, Introduction. India imported gold and 
silver almost every year prior to 1931 because 
of the character of her balance of trade. But 
since the year mentioned, she has been exporting 
them. We shall, however, look herein to the 
effects of exports and imports of gold alone. 

Effects of the imports of gold. Gold had 
been demonetised in 1835, Mints were, of course, 
open to its free coinage up till 1893, but gold 
coins, not being legal tender, could not form an 
important part o( the currency in circulation. In 
1893, mints were also closed for its free coinage 
and after this action of the Government, there 
was lost even the little chance it had for coming 
into circulation. Under the circumstances, all gold 
imported into the country went into hoards, and 
India has been aptly described as a sink into 
which it flowed never to return. The effect of 
this was a shortage of capital in the country, and 
hence backwardness of the industries. Whatever 
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industries have been developed, they have been 
developed with the help of the foreign capital 
Effecta of the exports of gold. In the 

year 1931, gold began to be exported out of the 
^ntry, and jt {1^5 not ceased even with the out- 
break of the war. The first question in this con- 
tveclvonls whether it is 'distress gold’ or ‘invest- 
ment gold\ Truly speaking it is both. Gold has 
been sold to make both ends meet, as far as poor 
people are concerned. But it has been sold to 
take profit as far as rich people are concerned. 
Gold exports enabled the country prior to the out- 
break of the present war to maintain a favourable 
balance of accounts. They enabled the Govern- 
ment to obtain large quantities of sterling and 
pay off the sterling debt. They enabled the 
Government to meet home charges as well. The 
credit of the Governmeni was improved because 
it could pay the debts even when other countries 
were making defaults. This also enabled it to 
raise new loans on reduced rates of interest. A 
decreased quantity of gold enabled the Government 
to cancel the sterling debt which had been accu- 
mulated at a time when more of gold would have 
been required to pay it off. The position of the 
reserves (gold standard and paper currency) was 
strengthened, They also helped the maintenance 
of the Is. 6d. rate. Besides, they stimulated the 
foreign trade of the country by increasing the 
purchasing power of the people of the countries 
importing them. They also allowed the sellers 
of gold to get higher prices which they used in 
tiding over financial difficulties. Those using the 
proceeds for investment purposes supplied capital 
to Indian industries. 

On the other hand, it is said that India has 
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been parting with a precious metal. It is doubtful 
if King Gold has been dethroned for ever. If this 
is not so, it would be difficult for India to acquire it 

APPENDICES 
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SHORT NOTES 

Gold Standard Reserve. A note on the 
same can he prepared from the question dealt 
on Ms topic in Chapter VIL 

Ad hoc securities, Babington Smith Com- 
mittee recommended a two shilling rate. This 
necessitated the re-valualion of sterling securi- 
ties in paper currency reserve. The difference on 
the same was made good by the issue of a spe- 
cial creation of Government of India securities. 
These came to be known as ad hoc securities or 
created securities. They were to be written 
off from the interest derived from securities 
in paper currency reserve and gold standard 
reserve. During this war also they are being 
created but due to a different cause. 

Babington Smith Committee Report. 

This report was submitted by a Currency Com- 
mittee with Babington Smith as Chairman in 
December 1919. It recommended a 2 shilling 
gold ratio for the rupee. The Committee in 
its report pointed out the demerits of ster- 
ling exchange standard as opposed to gold ex- 
change standard. It also removed war time 
restrictions. The report contained valuable re- 
commendations regaring paper currency reser- 
ve and gold standard reserve. It was on the 
basis of this report first that percentage system 
of note-issue was accepted by the Government 


Loss of a 
precious 
metal. 
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oi India. The recommendatioa regarding the 
ratio, however, cottld not remain in force for 
any considerable length of time. 

Reverse Councils. These were the bills 
issued by the Government of India payable in 
London by the Secretary of State for India. 
They were first issued during the crisis of 1907- 
8 in order to meet the demand of the importers 
of foreign goods. Their issue was recommended 
by Chamberlain Commission to an unlimited 
extent in order to strengthen the rate of ex- 
change. 

Treasury Bills. These are the bills issued 
by the Government of India to the people in 
this country to obtain funds for meeting its day 
to day requirements. The period for which they 
have to run is three, six, nine or twelve months. 
Interest is paid on these bills by issuing them 
at a discount. The method adopted for their 
issue is that the tenders are invited from the 
public for a specified amount. These are opened 
on fixed days, and the lowest tenders aggregating 
to the amount required are accepted. The ten- 
dererers are then given the bills on the payment 
of the amount due. 


II 

SUPPLEMENTARY QUESTIONS 

1. Why and how was the Gold Exchange 

standard established in India ? (Delhi) 

Please consult answer to Q. 63. 

2. Account for the violent fluctuations in the 
rupee-sterling exchange during the last Great 
War. 
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Please consult answer to Q. 54. 

m 

NET BXFOBTS OR IMPORTS OF GOLD IN INDIA 
{Jn lakhs of rupees) 

NET IMPORTS 


1900-01 to 1904-5 • 

31,19 

1905-06 to 1909-10 

58,72 

1910-14 to 1914-15 

126,72 

1915-16 to 1919-20 

67,06 

1920-21 to 1924-25 

143,55 

1925-26 to 1930-31 

120,52 

Total 

547,76 

NET EXPORTS 

1931-32 

57,97 

1932-33 

65,52 

1933-34 

57,05 

1934-35 

52,54 

1935-36 

37,36 

1936-37 

27,85 

1937-38 

16,33 

1938-39 

23,26 

1939-40 

44,64 


Figures for subsequent years are not avail* 
able. 
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RECOMMENDATIONS OF VARIOUS 
INDIAN CURRENCY COMMISSIONS AT 
A GLANCE 

HERSCHELL COMMITTEE, (1893) 

1. Closing of the mint to the free coinage 
of silver to the public. 

2. Rupees to be issued in exchange for 
gold at Is, 4d, or 7*53344 fine grains troy. 

3. Gold to be received in payment of dues. 

FOWLER COMMITTEE, (1898) 

1. British Sovereign a legal tender and cur- 
rent coin in India. Mint to be opened in India for 
their coinage. Free inflow and outflow of gold. 
Gold currency standard. 

2. Rupee coins to remain unlimited legal 
tender. Their coinage to be taken up only when 
gold coins were found to exceed the require- 
ment of the public. 

3. Profit on rupee coinage to be kept in 
gold as a special reserve. 

4. Government to discharge its obligations 
in India in gold from this reserve so long as it 
is available. 

5. Rate Is. 4d. per rupee. 

CHAMBERLAIN COMMISSION, (1913) 

1. The gold exchange standard was suited 
to India. 

2. The gold standard reserve should be 
strengthened 
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(a) No limit. Whole profit on rupee 

coinage to be credited to it. 

(b) A much larger portion to be held in 

gold. 

(c) The rupee branch to be abolished. 

(d) Location in London. 

3, Reverse Councils to be offered in India 
at Is. 3 29/32d. 

4. Elasticity of Paper Currency 

(a) The fiduciary portion raised from 

Rs. 14 crores to Rs. 20 crs. There- 
after to be fixed at a maximum of 
the amount of notes held by 
Government in the Reserve Trea- 
suries plus one-third of the net 
circulation. 

(b) Loans to Presidency Banks out of 

the fiduciary portion. 

(c) Rs. 500 Note universalized. 

5 No gold currency for India. 

6. A gold mint may be opened at Bombay, 
If not, to receive gold in exchange for rupees and 
notes. 

BABINGTON SMITH COMMITTEE, 

( 1920 ) 

1. ^Id Exchange Standard to be restored, 
|not sterling Exchange Standard. 

2. Rate 2a. gold. 

3. The obligation of the Government to 
(give rupees for sovereigns to be withdrawn. 
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4. Embargo on the export and import of 

gold to be lifted. 

5. Embargo on the import of silver to be 
lifted but that on the export of the same to be 
continued. 

6. The Gold Standard Reserve : — 

(а) No limit. 

(б) G^nsiderable proportion in gold. 

(c) Securities of governments within the 

British Empire but not those of the 
Government of India; maturity 
within a year. 

(d) 50% of gold may be kept in India. 

7. Council Bills and Reverse Councils to be 
sold without limit as and when required. 

HILTON YOUNG COMMISSION, (1926) 

1. Gold Bullion Standard. An obligation 
was imposed by law on currency authority to 
buy and sell gold bars at fixed rates, in quantities 
of not less than 400 oz. without any restriction 
as to the purpose. 

2. The selling price of gold was, however, 
fixed at a different rate from that ofthe purcha- 
sing price in order to free the authorities in normal 
circumstances from the task of supplying gold. 

3. Sovereigns were not to be legal tender. 

4. Gold Savings Certificates redeemable in 
3 or 4 years and yielding interest. 

5. The coinage of the rupee to be stopped 
till its circulatidn was so reduced as to be avail- 
able only for the purposes of small change. 



IHOIAN OUBSiiROY ASb IZOHAITOX 13» 

6. New notes convertible into gold bars and 
not into silver rupees were to be issued but the 
old notes were to continue convertible into 
rupees. 

7. Inconvertible notes of rupee one were 
to be re-introduced. 

8. Unification of the gold standard and paper 
currency reserves and gold securities to form at 
least 40% of the total. 

9. Establishment of the Reserve Bank of 
India with powers to perform all the central ban- 
king functions. All banks to deposit a fixed 
percentage of their demand and time liabilities. 
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INDIAN CURRENCY AND EXCHANGE 

-4.conUnued\ 

[ratio problem] 

Q. 68. What would be the effects on India’s 
trade industries and agrictilture if the exchange 
value of the rupee were reduced now from Is. 6d. 
to Is. 4d. ? {U. P. 1937) 

A. Beneficial effects. If the exchange 
value of the rupee were reduced now from Is. 6d. 
the effects on India's trade, industries, and agricul- 
ture would be very beneficial. 

Trade. First of all, a low rate of exchange 
acts as a stimulus to exports, as the same can 
be sold in foreign markets at low prices without 
at the same time lowering the proceeds available 
to the exporters. If the exchange value of the 
rupee were to be reduced from Is. 6d, to Is. 4d., 
prices of our exports would be automatically 
reduced by l/ll. But as there is no need for 
this huge reduction, a part of it may be used to 
increase profits. The country has, in recent years, 
also been building up a fairly good export trade 
in manufactured goods. Foreign competition on 
the same would, by lowering the rate, be elimi- 
nated to some extent. Besides, it would discourage 
imports as their prices would rise in the same 
proportion. It is, however, pointed out that this 
may not happen, if protective duties are levied 
by foreigners on our exports and bounties are given 
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on importSi But this cannot be so, as most of 
our exports consist of food stuffs and raw materials 
which they must purchase. Moreover our manu- 
factured goods are exported to countries having 
no manufacturing, and hence they would not 
like to place restrictions on them. As regards 
bounty on the goods we import, we need not fear. 
In case they do it we may levy import duties by 
way of retaliation. The net result of this, there- 
fore, would be to increase our exports and 
decrease our imports. This would enable us to 
have a more favourable balance of trade. 

Internal trade would also develop inasmuch 
ah we shall have a greater purchasing power 
when we would gain as producers. 

Industries. We have already seen that it 
would give stimulus to our exports of manufac- 
tured goods and a setback to our imports of the 
same. This would result in the development 
of our industries. More of goods will be required 
for foreign as well as our own markets. It is 
pointed out that the cost of machines which we 
import would increase. It may be so ; but this 
will not retard the industrial development. These 
machines may also begin to be manufactured in 
this country. 

Agriculture. Agriculturists will also be able 
to increase their exports and perhaps their profits 
too. It is, however, said that they being ignorant 
of the change would not be benefited by it. If any 
higher prices would be available they would be 
available to the middlemen. But this is not true 
in these days of competition. A part of the 
increased profits must go to the agriculturists in 
the long run. 
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Q. 69. Examine the arguments for and 
against fixing the value of rupee at 1s. 6d> Do 
you think that the time is ripe for going hack to 

U.4d. (17. P. 1940], 

A. Change would bring about a period 
of disturbance. The main argument for fixing 
the value of rupee at Is. 6d,, as advanced by the 
Hilton Young Commission was, and for the 
continuance of the same, as advanced by the 
Government and its few supporters is that prices, 
wages, and contracts had or have all adjusted to 
it, and any change in the same would cause dis- 
turbance which must be avoided. The hollow- 
ness of the agrument is obvious. If there is a 
disturbance, it does not mean that it should not 
be welcomed even if it is beneficial. The main 
ground on which the question of the ratio should 
be decided must, therefore, be dependent upon 
the fact whether a particular rate is beneficial 
to a country as a whole or not. 

Other arguments for and against. We 

know that when after the War the currencies of 
the different countries were reorganised, their va- 
lue was fixed either at or below the pre* War 
level. But unfortunately in the case of Indian 
Currency it was fixed above it. It has been said 
so often that U. K. had to face industrial and 
financial setback during the years between 1925 
and 1931 only because it had restored the sterl- 
ing to gold at the pre-War level, and as is known 
to every one of us, at the end it had to delink it 
as it could not bear the burden any longer. 
India is no exception. Her i industrial and finan- 
cial position has been hit to the most due to this 
over- valuation. It has given a great set-back to 
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our industries, and unemployment figures have 
consequently been swelling. Before September 
1931, the maintenance of the ratio had been 
largely made possible only by contraction of 
currency, and since then our gold exports 
have helped the situation to a very great 
extent. 

There is no doubt that since the sterling has 
gone off the gold, rupee has also been devalued 
in terms of gold and other currencies to the 
same extent as sterling has been. But the 
weightiest reason for the devaluation of the 
rupee, namely, undoing of the injustice done to 
the rupee by fixing it above the pre-War level 
after the War, still remains unremoved and 
must be removed. 

The devaluationists point out to the sanctity 
of the 16d. ratio. As against this the Govern- 
ment and its supporters say that 18rf. ratio is 
as good as any other. It is of course true and 
more so today when it has been maintained for 
about 16 years. However, the ISd. ratio itself 
is no more sacrosanct than the I6d, one. In 
view of the need of rehabilitating prices, pro- 
duction and employment even a ratio of I6d, 
may not be enough. 

It is -said by those opposed to devaluation 
that devaluation of rupee may lead to compe- 
titive devaluation. This is really very strange, 
France has devalued her currency at least thrice 
without any effect abroad. What is India or 
the rupee in the scheme of world finance that 
others would mind it ? Even if they do so, 
where is the harm ? Let them devaluate, India 
has not checked them from doing what they 
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bad liked in the past, nor would she do so in 
future. 

Advjmteges. The up-holders of 18d. ratio sayf that the 
Umporary, advantages of devaluation are bound to be only 
temporary. But that would be enough for India 
is the answer to this argument. 

It is also said by some that devaluation may 
Fear of high not help exports as the foreigners may impose 
tariffs wrong, jjjgjj them. We know that the 

people abroad are not so foolish. Our exports 
are largely in demand in manufacturing count- 
ries of the world and surely they will be only 
too happy to get their requirements cheaper. 
Even countries importing our manufactured goods 
will not do so as they have no industries to 
protect. 

Question of time. Finally, as to the ques- 
tion whether the time is ripe for going back to 
Is. 4d. only this much can be said that it can 
never be so if it is not today. In these days 
of disturbed currencies, manipulated exchanges, 
and unorthodox Governmental finances, to ask 
for international monetary stability is to ask for 
something impossible. 

Q. 70. The Government of India do not con- 
sider it desirable to change the rate of exchange 
from 1s, 6d. to Is. 4d. (Finance Member). Do 
you agree mth this view ? If not, why not ? 

(U. P. 1942) 

A. This question can be solved with the 
help of other questions on this topic. 

Q. 71. Examine the arguments for and 
against the lowering of the rupee ratio to sixteen 
pence now. (Rajputana) 
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A. An answer to this question as well can 
be given with the help of the answers to the 
previous questions on this topic. 

APPENDIX 

SUPPLEMENTARY QUESTION 

Q. 7. Examine the case of ISd. exchange 
value of the rupee as at^ainst 16d. exchange 
value. (Delhi B, A., and Agra B. A.) 

A. Please consult answer to Qs. 6ii and 69. 
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INDIAN CURRENCY & EXCHANGE 
—{continued.} 

[paper odrrenoy system] 

Q, 72. Describe briefly the changes intro- 
duced in the Indian Paper Currency System 
with the establishment of the Reserve Bank of 
India, indicatinff the improvements effected hy 
such chaiifies. h any reform still necessary in 
your opinion ? [U. P. 1937) 

4. Changes and effects ; The ch 

introduced in thelndiin paper ciirrenrj^ system 
with the est.ihlishmont of the Rc'ew Rink of 
India and consequent improvements eff'CteJ there- 
on are as follows ; — 

(1) Bank-issue. Note issue business has 
been transferred from the Government to the 
bank. The day it began to function it took over 
the management of the Currency Department of 
the Government by opening an Issue Department 
of its own. The Government has since then 
ceased* to issue notes, the liability of those 
already in circulation having been transferred to 
the bank, The bank Issued its own notes first 
in 1938. 

As a result of this change, the supply of 
currency is kept more in accordance with its 
demand than it could be kept previously. The 

•Since July 26. 1940. however, it has begun to issue I 
rupee notes also. 
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tettlci being in inlimate contact with the money 
market is in a position to know constantly mPre 
aeciiratdy and more the day to day 

demand for it than the Government could. Be- 
sides, the Government machinery being slow by 
nature, could not he expected to move in this 
direction rapidly even if it could know the re- 
quirements so correctly and accurately. Moreover, 
the Government’s policy of note-issue is guided by 
political considerations rather than by require- 
ments. Bank’s policy of note-issue, on the other 
h»nd, is not guided by any other motive. But 
so far as the Reserve Bank of India is under the 
control of the Government there is still a fear of 
this. 

(2) Changes in Reserve. Formerly there 
were two reserves maintained by the Government 
of India, namely, (1) the gold standard reserve, 
and (2) the paper currency reserve. There was, 
however, in practice no demarcation between 
the functions of the two reserves, and hence their 
unification had been recommended by the Hilton 
Young Commission. It was brought about only 
whth the establishment of the Reserve Bank. 
The entire stock of gold is now kept in the paper 
currency reserve. 

There was made a change in the composition 
of the reserve also. The Government was under 
obligation to maintain a metallic reserve of at 
least 50°/o (gold and silver coins and bullion) and 
the rest could be kept in sterling and rupee 
securities. The bank, on the other hand, has 
to maintain at least 40°/o (with a proviso for 
temporary relaxation on certain conditions) of 
the reserve in gold coins, bullion, and sterling 
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securities (maturing within 5 to 7 years). The 
other 3/5tbs of the reserve are held in rupee 
coins, Government of India rupee-securities of 
any maturity, and eligible commercial papers 
payable in British India (with certain limitations 
on the amount of Government of India securi- 
ties’* **^). The amount of gold bullion and coins, 
cannot at any time be less than 40 crores of 
rupees in value. Of this at least 17/20 is al- 
ways to be held in India. 

Improvements due to these changes. 

The changes have brought about an improve- 
ment in the paper currency system in so far as 
it is more elastic now than it was previously. 
The Government of India could issue emergency 
currency on the recommendations of the Impe- 
rial Bank of India to the extent of 12 crores of 
rupees on the security of bills of exchange. 
The bank, on the other hand, can issue it now 
to a much greater extent. This has not only 
made it elastic but also automatic. When notes 
are issued on the security of bills money flows 
out of the bank, but when they get matured it 
comes back to it. The reserve of gold bullion, 
coins, and sterling securities can be reduced 
even below the minimum percentage on certain 
conditions, if there be any necessity. This could 
not be done under the previous system. It 
is a further provision for expansion in . case it 
is required. 

Before the establishment of the Reserve 
Barlk of India, a portion of the paper currency 
reserve was held in England for the purchase 

*These limitations have been withdrawn as a war 

measure. 
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of silver. This discouraged the silver ^ ra of 
the Gountry. With the establishment of ‘the 
bank, no portion is kept in England for this 
purpose, and it is hoped that all the silver pur- 
chases will be made by the Government in 
India, whenever it shall have to do it. This 
will be beneficial to the silver market of the 
country. 

Reforms still necessary Paper currency is 
exchangeable into rupee coins or notes of small 
denominations After all, rupee coins are also 
token coins. This means that one token curren- 
cy is convertible into another. As a result of 
this, public has no confidence in the currency, 
and hence instead of investing its savings in 
banks and industries, it prefers to hoard it in 
the form of gold and silver bullion. This is a 
setback to industries and cause of resultant 
poverty and misery in the country. 

A portion of the assesis is maintained in ster- 
ling securities, perhaps because the bank is under 
obligation to maintain the sterling exchange 
rate. This is not conducive to the interests of 
the country. In case the value of sterling falls, 
the amount of reserve also would be threatened. 
Besides, investing money in a foreign country, 
when there is already a field for an investment 
within the country itself, is not good. But this 
has to be done so long as the rupee is 
the chariot wheel of sterling. 

Q. 7J, Describe the existing system of pa* 
Per currency in Indla^ explaining the main 
items appearing in the weekly statement of the 
Issue Department of the Reserve Bank of India. 

{U. P. 1938) 


Purchase of 
silver In 
Indian 
market 


One token 
currency 
convertible 
into another. 


Confidence. 


Sterling 

reserve 


Investment 
within the 
country 
desirable. 



ttems on the 

Ifabilities' 

side 


Other 

informations 
regarding it. 


Items on 
assets side. 


Provisions 
for reduction. 


BAMKISaMAPM-EMSf 

A. The existing sy stein ol pnper cur- 
rency in India. The Reserve Bank of India 
has the sole monopoly^' of issue of notes in this 
country. Total liabilities of the Issue Depart- 
ment of the bank consists of (1) Notes held in 
its Banking Department, and (2) Notes in cir- 
culation. The latter consist of those (a) legal 
tender in India, and (6) legal tender in Burma 
only. The denominations of the notes that it 
can issue is Rs. 5, 10, 50, 100, 500, 1,000, and 
10,000. The bank, however, does not issue notes 
of Rs. 50 and 500 on account of their limited 
circulation. It undertook the liability of the 
currency notes in circulation of the Govern- 
ment of India issued before the taking up of 
this business by tjie bank. As against these 
notes, it has to maintain a reserve known as 
the paper currency reserve. This is represen- 
ted by the assets in weekly statement of the 
Issue Department of the Bank. 

Of the total assets, at least 40% must consist 
of gold coins, bullion and sterling securities. 
This minimum limit can, however, be reduced 
with the previous sanction of the Governor- 
General in Council for periods not exceeding 
30 days in the first instance, which may with 
like sanction be extended from time to time 
by periods not exceeding 15 days. During such 
period of deficiency the bank is required to pay 
a tax on the amount by which it falls short, 
at the current bank rate with an addition oi 
1% per annum when such holding exceeds 
32^% of the total assets, and of a further 1J% 
in respect of every further decrease of 2J% or 

'Since July 26, 1940, the Government of India also issues 
I rupee notes. 



JNPUN mMBBNCf ABP BZCffANOE 10 

of such decrease, provided that the tax 
is in no event payable at a rate less than 
per annum* Of this reserve, at least 40 crores 
must be kept in gold bullion and coins, and 
of this at least 17/20 must be kept in India. 
We find this whole represented by total of A 
on the assets side. The details consist of gold 
coins and bullion and sterling securities. Of 
the former there are two divisions, {a) held in 
India, (6) held outside India. Generally we 
find total of A near about 60 '^/q of the total 
assets. Gold coin and Bullion is valued at 
8*47312 grains a pound, and sterling securities 
at Is. 6(i, a pound. 

Of the remainder, represented by B Govern- 
ment of India rupee securities couldnot form more 
than Rs. 50 crores or Jth of the total assets 
whichever be greater and with the previous sane- 
tion of the Governor-General-in-Council of such 
amounts plus a sum of 10 crores of rupees. At 
present due to the War, however, this limit has been 
given lip. Then, we have rupee coins. These are 
issued by the Government of India. It is in these 
that the notes, are convertible.^ They are sup- 
plied to the bank by the Government of India 
in quantities required by it. Then, there is an 
item of Bills of Exchange payable in British 
India, Us amount varies according as notes 
are issued on their being discounted by other 
banks cr withdrawn when they get matured. 
This has made the notes issue elastic and auto- 
matic. 

Q. 74. What do you mderstand by elasti- 
cUy of currency ? Briefly indicate to what 

*$lnce July 26, 1940, they have been made convertible 
into rupee coins or rupee notes issued by the Government. 
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exient elasticity has been secured m the Indian 
Currency Sy^em in consequent of the establish 
ment of the Reserve Bank. {U*P* 1939) 

A. Elasticity af currency. In order to 
check wide fluctuations in prices, it is necessary 
to make the amount of the currency conform to 
the requirements of trade. This is possible t 
in the case of metallic currency as it is exported 
and imported according as is the trade condition 
of the country. But in the case of notes it is 
not so. No one ‘ can export or import them. 
Only the Government or the bank authorised 
to issue can issue or cancel them. Hence, if 
trade becomes brisk, nothing but a decree of the 
Government can supply the requisite increase 
of circulating medium and if more money is 
put into circulation and trade relapses into dull- 
ness, the currency becomes superfluous and falls 
in value. This power of notes to adjust their 
volume to the need for currency is called elasti- 
city, Dunbar says, “Elasticity isl responsiveness 
to present increase or domination of demand — 
the power of adaptation to the needs of the 
month, the week or the day, whether rising or 
falling.*’ 

Elasticity in India. Elasticity has been 
secured in the Indian currency system to a grea- 
ter extent in consequent of the establishment 
of the Reserve Bank. Prior to the same, the 
Imperial Bank was empowered to get from the 
Currency Department of the Government notes 
upto Rs. 12 crores in the busy season on the 

t This is not possible under metallic currency in all 
circumstances (1) Metal may not be available in the quantity 
required, (2) restrictions may be placed on its import and 
export. 
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security of inland Bills of Exchange. But this 
was not enough. Since the establishment of the 
bank/ however, inland ^ have been authori- 
sed to be kept in the paper currency reserve to 
a far greater extent This has not only made 
our currency system elastic but also automatic. 
When notes are issued on the security of bills, 
money flows out of the bank, but when they 
get matured money comes to it Elasticity has 
also been secured by making the percentage of 
gold bullion and coins and sterling securities 
reducible even below the percentage laid down. 
There is one more point It is that bank issue 
has greater elasticity than the Goveinment issue, 
as the former, being in intimate contact with 
the money market is in a position to know con- 
stantly more accurately and more quickly the 
day to day demand for money than the Govern- 
ment could. We also know that even if the 
Government could know the demand, its machi- 
nery being generally slow and subject to red 
tapism, it could not bring about the requisite 
change in the same. 

Q. 75. What was the system of note issue 
in India upto 1935? What changes were in- 
traduced by the Reserve Bank of India Act and 
why? (1940) 

A, System upto the year 1935. Upto 
the year 1935, the note-issue bussiness in India 
was in the hands of the Government of the coun- 
try It maintained a separate department, known 
as the Currency Department, for this purpose. 
From the year 1861, (When it took over the 
monopoly of note -issue from the hands of the 
Presidency Banks) up to the year 1920, when 
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Paper Currency Amendment Act (19 20), conse- 
quent upon the recommendations of the Babiag- 
ton Smith Committee was passed, the system 
followed by it was fiduciary system of note 
issue. In the beginning, i. in the year 1861, 
the fiduciary limit was fixed at Rs. 4 crores. 
This was gradually raised by successive enact- 
ments to Rs. 120 crores by 1920. Paper Cur- 
rency Amendment Act (1920) however provided 
for proportional reserve system. Though the 
percentage of the metallic reserve fixed by the 
Committee was at least 40, the Act laid it down 
at 50. The metallic reserve contained both gold 
bullion and coins, and silver rupees. 

System since 1935. The Reserve Bank of 
India Act provided for the transference of the 
note-issue business from the hands of the Govern- 
ment to those of the bank. Proportional system 
of issue was continued but with very important 
changes. According to the Act, gold coin, bullion 
and sterling securities must form at least 40% 
of the total paper currency reserve. In the 50% 
that the Government was required to keep, 
silver coins were also included. Here they have 
been excluded. Sterling securities now are to 
form a portion of this percentage. Since the 
passing of this Act the purpose of the pa[)er 
currency reserve has not only been restricted to 
the conversion of notes into rupees but also to 
that of converting the currency into sterling. In 
fact even before it, the reserve performed both the 
functions, though in theory it was meant only 
for the conversion of notes into rupees, there be- 
ing gold standard reserve for the conversion of 
the currency into sterling. Hilton Young Com- 
mission had shown how the functions of the two 
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reseives were the same in practice and hence re- Uiki^ 
commended their unification. It was brought 
about by this Act. The limit to the Government 
of India rupee securities is also fixed. Under 
the present Act, notes can be issued against the issue agelMt 
security of bills to a very great extent, while 
the Government of India could issue it only to 
the extent of Rs. 12 crores on the request of 
the Imperial Bank. This has not only made 
the currency elastic but automatic too, as when Elastidty. 
notes are issue on the security of Bills, money 
flows out of the bank, but when they get matu- 
red money comes to it. There is a provision 
for the reduction of 40^ also under special cir- 
cumstances with the result that we have now a 
greater elasticity than we could have without 
it. Bank issue has taken the [dace of Govern- 
ment issue with the same purpose in view. 

APPENDIX 

SUPPLEMENTARY QUESTION 

Q. 1, Point out the salient features of the 
Indian Paper Currency System as it exists at 
present. {Delhi B. A.) 

A. This question can be answered with the 
help of Qs. 72 and 73. 



CHAPTER X 


Sterling 

Exchange 

Standad. 


Internal 

currency. 


Rupee 


Other 

subsidiary 

coins. 


INDIAN CURRENCY & EXCHANGE 

— (CO«W»tt«rf) 

[present position] 

Q. 76, Deserhietke existing currency stan- 
dard in India, What are its defects and merits, 
if any; {U,P. 1936) 

{Ixiiting currency itandard in India. 
Since 1931, the cmintry has been on Sterling 
Exchange Standard, There are two currencies, 
one for internal circulation and the other for 
external purposes. These are inter-convertible 
at fixed rates. 

Our internal currency consists of both me- 
tallic and paper money. Metallic money con- 
sists of the silver rupee and the eight-anna piece, 
four-anna and two-anna silver* and nickel 
pieces, one-anna nickel pieces, and bronze pice, 
half-pice, and pies. The rupee is 180 grains in 
weight and contains 90 grains of pure silver 
and 90 grains of alloyf It is a token coin, but 
is the principal medium of exchange and unli- 
mited legal tender. It is, therefore, a standard 
token coin. 

Rupees and half-rupees are full legal tender. 
Other coins are legal tender upto Re. 1, All 
hese coins are minted by the Government of 

* Two-anna silver coin is not issued now. 
t Rupees of ll/12th flnaness are in the course of with- 
drawal. 
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ladia aad sup0ed to the pubJic tbroagh the 
Reserve Bank of India, according ns it requires 
them. 

Paper money consists of* Rs. 2 ; 5 ; 10 ; 100 ; 
1,000 ; 10,000 notes, issued by the Reserve Bank 
of India. Notes of the value of Rs. 50 and 
Rs. 500 were also, sometimes back, under 'circula* 
tion. But they have not been issued by the 
Reserve Bank of India as they were not very 
popular. 

There is a reserve maintained against the 
issue of these notes known as the Paper Curren- 
cy Reserve. Its details are published in the 
weekly statement of the Issue Department of the 
Reserve Bank of India Balance Sheet. The law 
requires at least 40% of the total amount of notes 
issued to be kept in gold coins, gold bullion or 
sterling securities, provided that the amount of 
gold coins and gold bullion does not at any time 
fall below 40 crores of rupees. The gold coins 
and gold bullion are valued at 8*47 grains per 
rupee, and the sterling securities at Is. 6d, per 
rupee. The rest is held in rupee coins and notes, 
Government of India rupee securities and bills 
of exchanges. Of the gold reserve not less than 

is to be held in India. 

The Reserve Bank of India notes are con- 
vertible into rupee coins and notes. But this 
responsibility rests upon the bank only so long 
as the Government of the country supplies it with 
rupee coins. Notes of higher denominations are 
convertible into notes of sipaller denominations. 


^ Since July, 1940, 1 rupe^ notes are bein^ issued by the 
Government. 
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For external purposes We have 
Reserve Bank of Indk is under obligation 
to convert internal currency into sterling and 
Sterling into internal currency at Is. and 
Is. respectively to the rupee, in a sum of 
not less than £10,000. 


Defectf. The currency system as it exists 
at present is artificial and thus has failed to 
inspire confidence in the public. The experience 
of the past has shown that in times of crisis, large 
sums had to be given away to maintain the arti- 
ficial value of the rupee. Is. 6d. rate has also 
been subject to much criticism. Formerly, it was 
Is. ^d. and Indians have been in favour of it 
since the change was introduced in 1927. Again, 
since September, 1931, sterling has not been con- 
vertible into gold. As a result rupee is also not 
convertible into it. Linking of the rupee with 
sterling which in itself has no fixed value has 
also been a subject of much Kriticism. The 
currency of the country has been unnecessarily 
tied to the chariot wheel of sterling, and thus 
moves in accordance with the movement of the 
dollar-sterling ratio— the fluctuations in which 
reflect changes in the English economic conditions 
rather than in the Indian economic conditions. 
Then, notes are convertible into rupee coins^ 
which are themselves token coins. The result is 
that the people have no confidence in the cur- 
rency and hence convert it into precious metals 
which go to their hoards, This is a great setback 
to the supply of capital to industries. 

Merits. Notwithstanding all these defects 


* Since July 1640, they are convertible Into rupee coins and 
one rupee notes' 



our cdrmncy system^ 

firstly, it provides us with the most convenient 
form of currency for cirGuIation. Secondly, issue 
of notes has been made over to a central bank 
which can expand or contract it according to 
seasonal requirements. Fixed Sdaciary system 
has been replaced by the proportional reserve 
system under which elasticity has been secured. 
Finally, linking of rupee with sterling has also 
its own advantages. This has made our currency 
stable in terms of a currency in which we have 
most of our transactions, 

Q. 77, M mtion and classify the various forms 
of legal tender money circulating in India. 

How is the face value of rupee and that of 
the nickel coins maintained at a higher value 
than their respective intrinsic values (U. P, 1938,) 

A, Various forms of legal tender money. 

The various forms of legal tender money circu- 
lating in India are (1) notes issued by the Reserve 
Bank of India, (2) metallic currency issued by 
the Government of India through the Reserve 
Bank of India, and (3) since July 26, 1940, one 
rupee notes issued by the Government of India 
as a war measure. 

Metallic Currency may be classified into (1) 
unlimited legal tender, and (2) limited legal 
tender. Rupee and half-rupee coins are nnlimited 
legal tender, while all other coins are limited 
legal tender. 

The face value of these coins is maintained 
at a higher level than their respective intrinsic 
values by keeping the mint for their coinage 
closed to the public. * 
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All other coins, except the rupee and hJf 
rupee, are token coins. The value of such coins 
is maintained at a higher level than their respec- 
tive intrinsic value in all the countries, by (1) 
keeping the mint closed to the public, and by i2) 
limiting their legal tender. Hence, there is noth- 
ing' peculiar with regard to them in India. 

Rupee has, however, got no parallel. It is 
not a token coin. But at the same time it is 
neither a standard coin. It is an unlimited legal 
tender, and the principal coin of the country. 
Ordinarily, its value should have fluctuated with 
the value of silver, But it is not so. It is 
maintained at a higher level than what ii ought 
to be, taking into consideration its metallic worth. 
This has been made possible only by restricting 
its supply. We know that the value of anything 
will rise in case its supply falls short of the de- 
mand. In fact, the supply of rupee is kept low. 
Besides, its value is maintained in the country at 
a higher level by law and outside the country by 
making it convertible with sterling at a fixed 
ratio. 

Q, 78, Explain the system of Sterling Ex- 
change Standoff d as it operates in India at the 
present time. Would you advocate any change 
in this sy^m ? Why ? {V. P, 1938), 

A, tSterling Exchange StandarCZ^nder 

sterling exchange standard we have got (1 ) in- 
ternal currency, consisting of notes issued by the 
Reserve Bank of India, and coins minted by the 
Government of the country, and (2) external 
currency, wx., sterling. These are inter-conver- 
tible at fixed rates. The bank sells and purchases 
sterling for delivery in London in sums of not 
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less than £IQ»000 at Is. and Is. 6f^d. per 
rupee respectively. For this purpose, it main- 
tains a stock of sterling in its paper currency 
reserve. 

Its operation. Ordinarily, when anybody 
requires sterling for fnyment in London, he appro* 
aches one of the exchange hanks, which issues 
a draft of its own payable at its head office or 
branch there, in exch mge for internal currency 
at rates varying according to the market con- 
ditions. Similarly, those who have to receive 
sterling in London sell it to these banks in ex- 
change for internal currency. The banks in their 
turn sell or purchase the difference to or from the 
Reserve bank in sums of not less than £10,000. 

There has been a good deal of criticism on 
the rate of exchange maintained by the Reserve 
Bank. The preAVar level was Is. 4d. But after 
the dislocation of the same during the War and 
postAVar periods, when it reached Is. 6d. sterling 
in 1924, the Government did not let it fall fur- 
ther. Since then upto 1931, it was kept at that 
level, whenever it tended to fall, by the contrac- 
tion of currency wliich resulted in the fall in 
prices. Since 1931, the same has mostly been 
made possible due to the export of gold.* 

Defects. Falling prices are detrimental to 
production, and have consequently brought ab )ut 
unemployment. High rate of exchange has also 
given stimulus to imports and thus reduced our 
favourable balance of trade. The position, however, 
seems to be quite satisfactory due to the 
export of gold. The proceeds of the same 

^During war period, it has gathered strength because of 
our favourable balance of indebtedness. 

11 
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should have been ordinarily made available 
for the liquidation of foreign debt and further 
investment outside India. But this has been 
utWised in meeting up our daytO'day payments 
due to the reduction of India’s ordinary favour- 
able balance of trade. 

Again, both of our export and import bills 
diawn in terms of sterling. The result is 
''NC: \\A\v \\n Vk\\\ market, m c.ciunU\>. 
Existence of J } iW market i.s a necessitv for the 
dcve/cpment of the banking system of a countr). 
market. In fact^ our export bills should be drawn in term'^ 
of the internal currency. 

Q. 79. What do you mean by the sterlinr^ 
requirement of the Government of India ? On 
what Jactorn do they depend, and to what extent 
is the rupee-sterling exchange affected by these 
sterling requirements ? (U. P. 1939} 

A. Meaning of Sterling Requirements 
of the Government of India. Sterling re- 
quirements of the Government of India mean 
OicffTcnt payments it has to make in London on vari- 

kinds^of ous accounts. They consist of (1) the interest 
payment on loans contracted in England for the Indian 
Railways and Irrigation, (2) the purchase of silver 
bar for Indian Currency, (3) stores purchase, M) 
pensions and furlough allowances, (5) expenses 
They can be ^he High Commissioner’s office, etc. These 
avoided in fact can be reduced very easily. First, of 
all loans contracted in London should be con* 

^ ' verted into loans contracted in this country. 

Now there is every surety of the funds being 
available here. Then the Government ought 
to purchase silver for currency purposes in 
India’s Bullion Market. It would be beneficial 
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to the bullion country and at 

the same time will in no way be harmful to the 
Government, Again, stores of various descriptions 
should also be purchased within the country. 

They can be made available if only the Govern- 
ment shows its desire to purchase them here. 

This would bring about a rapid industrialisation 
of the country. Finally, public services should 
|be Indianised, 

^ Council Bills. Before 1923 these require- 
ments were met by the Secretary of State by 
selling bills in London on India. These were 
known as the Council Bills. Their sale not only 
enabled the Secretary of State to meet bis obliga- 
tions on behalf of the Government of India, but 
also helped the foreign importers of Indian 
commodities to make remittance to their credi- 
tors here. In fact they played a very important 
part in the Indian Foreign Exchange, as they 
checked the rupee from rising above a certain 
I level. 

Purchase of sterling. Since 1923 the sale 
: of Council Bills has however been stopped. The 
I Government and now the Reserve Bank of India 
on its behalf purchases sterling in the open mar- 
ket. This is simpler and more convenient than 
the system followed previously. VVe know that nient. 
the export bills originate in India and the li- 
ability of the Government of India to remit money 
I also arises in the same country. It is, therefore, 
i natural that the sellers and buyers of bills can 
I best meet each other in the same country. Then, 

I the factors which influence the immediate course 
; of exchange can be judged more accurately and 
more promptly in the present method than they 
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Regulation could be in the old method. BesideSi the pur- 
can be regulated according to the varying 
conditions* conditions of the Indian exchangi^ market and 
the remittance operation can be conducted so as 
to avoid violent fluctuations in rates and the 
consequent disturbance to the Money Market. 
Further, by this method the initiative in making 
remittances and thereby fulBlHng their Habile 
ties is rightly given to the Government of India 
which ought in principle, be able to remit smooth- 
Jy and economically. 

Ratcot In the system of Government remittanC ’ by 

exchange Council Bills and their counterpart, the Reverse 

controlled Councils, the Government found in the course of 

years the best method of controlling the rate of 
exchange. Now also tlie Reserve Bank by pur- 
chasing sterling on behalf of the Government 
helps the liquidation of much of India’s favour- 
able balance of trade and hence tends to check 
the sterling rate from rising. 

Q, 80. Describe the nature and functions of 
the foreign exchange market in India indicating 
the various parties served by this market. 

{U. P. 1936) 

A. Nature of the foreign exchange mar* 
het. Foreign exchange market is very peculiar 
in India. There are certain characteristics which 
at once distinguish it from that of any other im- 
portant trading country in the world. The one 
Government predominant characteristic is the direct part 
plays which the Government of India plays in the cur- 

direct part. j-gney and exchange system of the country. 

Since the closing of the Indian mints to the 
public for the free coinage of silver, the country 
has been on sterling exchange standard which 
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was gold exchange standard so long as sterling 
was in parity with gold. During and some years 
after the last Great European War, and since 1931, 
sterling was not or has not been in parity with 
gold, and hence during that period and at present, 
Indian currency system was not and is not based 
on gold in any way. Before the establishment 
of the Reserve Bank of India, the whole responsi^ 
bility of maintaining the standard lay upon the 
Government of India, and since then it has been 
devolved upon it All that is necessary under this 
standard is the power and ability of the authority 
responsible for its maintenance to sell and buy 
sterling for Indian currency at a fixed price. The 
Government of India had for this purpose a Gold 
standard Reserve and a Paper Currency Reserve, 
but the Reserve Bank of India has got only 
one of them. Most of the defects of the system 
should have been removed by the devolution 
of the responsibility to the Bank, but this has 
not been so, as the Government has a very tight 
control over it even now. And the worse is 
that the Government too is not free to act in 
the interests of the country. It has to look to 
the interests of the British Isles. 

The present price of our internal currency 
is Is. bd. There is a great objection against this 
ratio. Again, the danger of the rupee going out 
of circulation, if the price of silver rises above 
a certain point, always remaim. Besides, the 
system does not secure the automatic expansion i 
and contraction of currency. Such movements 
are too wholly dependent upon the will of the 
authority responsible for its imaintenance. It 
has been often pointed out that this authority 
has expanded or contracted the currency in the 
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past not with a view to obtain steadiness of 
prices, but with a view^ to obtain the steadiness 
of exchange. No doubt steadiness of exchange 
is also a thing to be desired for. But steadiness 
of exchange in the case of this country has 
meant steadiness only in terms of sterling. And 
in times it fluctuates, Indian currency also 
fluctuates. Dependency of one currency upan 
another is bad, and we have tasted the fruits of 
this dependency to a very great extent. 

The greatest peculiarity of the Indian foreign 
exchange arises from the remittance operation 
of the Government of India. They have to 
remit annually nearly £35 millions from India to 
London through the Secretary of State to pay 
for Home Charges. The system of making re- 
mittance before 1923 was that of the issue 
of Council Bills. Since then it has been that of 
purchasing sterling in the country. The latter 
system is advantageous in several ways, the 
most important of these being that the pur- 
chases can be regulated according to the varying 
conditions of the Indian exchange market and 
the remittance operations can be conducted so 
as to avoid violent fluctuations in ratio, and the 
consequent disturbances of the Money Market. 

Functions and parties served. This, there- 
fore, is an additional function of Indian Ex- 
change Market, besides the general function of 
financing foreign trade. The foreign trade of the 
country in its turn is not only the trade in mer- 
chandise but also the trade in precious metals. 
Before the year 1931, India imported these, 
but since then it has been exporting one of 
them— vis, gold. Then the imports of the 
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country also include a number of invisible imports. 
There are Europeans serving here. They make 
remittances toltheir dependents at home. Again, a 
huge amount of foreign capital is employed in the 
industries of the country. Its remuneration is to 
be remitted oat annaaliy. Besides, India utilises 
a number of services of the foreigners— ship- 
ping, insurance, brokerage etc., and it has to pay 

for these. 

We have got exchange banks of foreign ori- 
gin and these inaturally look to the interests of 
the nationals of their respective countries. We 
have a number of grievances against them. The 
most important of them is that they have not 
established a discount market here. Both our 
export and import bills are drawn in sterling 
and are discounted in London. At least our 
export bills must be drawn in rupees. This will 
help the establishment of a bill market in India. 

APPENDIX 

SUPPLEMENTARY QUESTION 

Q. 1. Point out the essential features of the 
Indian currency as it works at present. 

(Calcutta 1940) 

A. This question can be solved with the help 
of the answers to previous questions on this 
topic. 


Other 

remittances 


Exchange 
Banks 
and our 
grievances. 



CHAPTER XI 


Restrictions 
on the 
purchase 
and sale of 
non-empire 
currencies. 


Basis of 
rates fixed 
and all 
attempts to 
violate it 
counter- 
acted 


The system 
of export 
control 
required fhe 
payments 
to be made 
in hard 
currencies 
which were 
to be 
offered to 
the Bank of 
England. 


INDIAN CURRENCY & EXCHANGE 

{Continued) 

[Effects of the Present War] 

8h Discuss the effects of the present war 
on Indian Currency and exchange. (U. P. 1943.) 

A. Effects of the present war on Indian 
exchange. On the outbreak of the present war, 
restrictions were placed on the purchase and sale 
of non-Empire currencies. Dealings in them were 
allowed only for genuine trade purposes, travelling 
expenses and small personal remittances. Besides, 
all transactions were required to be done on the 
basis of the London Exchange Control combined 
with the current rupee rate. If there was made 
any attempt to do otherwise it was at once coun- 
teracted, For instance, when exports to U. S. A. 
began to be financed in sterling purchased at a 
discount in the free markets of that country, an 
agreement was made with American banks to 
quote it on the basis of the official London rates. 
Next, in order to put a stop to the loss of other 
exchanges as weil consequent upon their power 
to purchase sterling at a discount, the Bank of 
England had to introduce a system of export 
control whereby export of certain commodities 
(and their number went on increasing) to certain 
countries (and their number also went on increas- 
ing) was not allowed unless the shipper produced 
evidence to the effect that he was receiving ‘hard 
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currency*, i. e,, tbe currency o{ some non-Empire 
country other than the one belonging to an enemy 
or occupied by him. Later on, shipment of such 
commodities was allowed only if a further assurance 
came that the currency so received would be 
handed over to the Bank of England. It is need- 
less to say that the measures introduced by the 
Bank of England were also introduced by the 
Reserve Bank of India as well, and the currencies 
acquired by the latter were handed over to the 
former. The handing over of such currencies to 
the Bank of England, it may be pointed oui, was 
deemed necessary with a view to conserve the 
proceeds of the sales of Empire countries for the 
successful prosecution of the war. An interesting 
result of the above regulations was a large increase 
in the volume of exports financed by bills in 
foreign currencies and a fall in those financed 
under London sterling credits. This was accen- 
tuated by the suspension of air mails to London 
after the collapse of France. 

As the war developed and strain on U. S. 
dollar resources of the Empire became heavier, 
further measures were taken to conserve foreign 
exchanges. These included a system of import 
control, increased restrictions on remittances for 
other than trade purposes, and acquisition of 
U. S. dollar holdings and securities and Bank of 
England notes of all residents in ^British India by 
the Government of the country. But this also 
could not help much, and in the end lend lease 
procedure had to come to rescue. 

AVith the extension of war to the Near East, 
the Japanese Government imposed restrictions on 
the drawing of bills in sterling or on places west of 
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Bombay against exports from Japan. The result 
of .this was that importers in the Middle East 
were forced to make their purchases of Japanese 
^oods through Bombay. A large entrepot trade 
in Japanese goods thus developed in this country 
and measures had to be taken to ensure that India 
was not called upon to provide foreign exchanges 
for which she received no corresponding return 

In July, 1941, orders were issued freezing the 
balances of all Japanese companies and firms 
resident in India. On the out-break of hostilities 
with Japan, the assets of Japanese companies and 
firms in India including those of Japanese banks 
became vested in the custodian of the enemy 
property. 

Besides, several other steps have been taken 
with the main object in view. In the end, it 
may also be said that the rupee-sterling exchange 
market has remained during this war unlike dur- 
ing the last war featureless. 

Effects on Indian currency. The effects 
of the present war on Indian currency have been 
varied, 

(1) There was a rush for encashment of notes. 
Prior to June, 1940, this was, of course, not great. 
But with the collapse of France, in the month 
mentioned above, it increased, and in consequence 
thereof, the Government had to take steps to 
counteract it. A sort of rationing system was 
introduced in many places. Besides, one rupee 
notes were introduced, and these began to be 
exchanged for notes of higher denominations. 

(2) There has arisen a tendency for the 
absorption of currency on an unprecedented scale. 
Circulation of notes and coins of all denomina- 
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tions has tremendously increased during this 
period. 

(J) There developed in the public a craze for 
hoarding rupee coins. For sometime, however, 
the Government tried to meet it. But soon, it 
was felt that some action was necessary to deal 
with a situation under which the mints working 
at full pressure could not replace the coins dis- 
appearing from circulation, and which involved 
a great inconvenience to the public and danger 
to the community. Hence, by a rule promulgated 
under the Defence of India Act, acquisition of 
coins by a person in excess of his personal or 
business requirement has been declared to be an 
offence. 

(4) Scarcity of a unit of exchange smaller than 
the lowest denomination of notes was acutely 
felt as a result of the hoarding of rupees. Govern- 
ment accordingly issued an Ordinance providing 
for the issue and putting into circulation of 
Government of India one rupee notes. 

(5) Reserve Bank of India issued two rupee 
notes as well with a view to reduce the demand 
for rupee notes and coins which had been rising 
very rapidly. 

(6) The Indian Coinage (Amendment) Ordi- 
nance reduced the fineness of the half-rupee, and 
the Indian Coinage (Third Amendment) Ordinance 
that of the whole rupee from l^th of fine silver 
to one-half of fine silver. In view of the increas- 
ing simultaneous demand for half-rupees and 
whole rupees, it was felt that it would be wasteful 
to turn out large quantities of these coins of the 
old fineness. It was also felt that this reduction 
of fineness would discourage their hoarding as 
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well. The new rupee coin is milled on the edge 
with a serrated or upright milling ; in the centre 
of the milled edge, there is a shallow groove 
with a design inside two sections separated by 
blank spaces, and the design inside the groove 
consists of alternate heads and diagonal lines in 
relief, 

(7) Victoria, and Edward VII standard rupee 
and half rupee coins ceased to be le^al tender 
with effect from the 1st May, 1943, and George V 
and VI standard rupee and half rupee coins 
from the 1st November, 1943. 

(8) With a view to meet the demand arising 
out of war-time activities, a new half-anna coin 
economising the metal and convenient to the 
public was issued in January, 1942. Further, 
with a view to economising the use of nickel, it 
was decided to mint the new half-anna piece and 
the one anna coin and later on the two*anna coin 
in a nickel-brass alloy instead of the cupro-nickel 
alloy. 

(9) With the feeling of acute shortage in small 
coins in general and one pice bits in particular, 
their hoarding has been declared to be illegal, 
besides, the standard weight of the two anna, 
one anna, half anna and quarter anna has also 
been notified to be reduced to 90, 60, 45 and 30 
grains troy respectively. 

(10) With an increase in note-circulation a 
corresponding increase has been brought about in 
the paper currency reserve as well, (a) Rupee 
coins include now one rupee notes also ; (b) the 
limit to the holding of rupee securities originally 
prescribed in the Reserve Bank Act has been 
withdrawn and (c) gold holdings in London have 
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been cancelled by a transference of the gold hold- 
ings of the Bank of England with the Reserve Bank 
for India to the paper currency reserve ; (d) the 
percentage of the holdings of sterling securities 
in the paper currency reserve has been going up 
despite their transfers in connection with the 
refmt nation of sterling debt mainly because of 
India s kvonrabie balance of trade and purchases 
made and expenses incurred by the Government 
of India on behalf of the allies. 

(11) Finally, inflationary tendencies have stea- 
dily gathered strength, encouraging and being in 
turn encouraged by scarcities of essential commo- 
dities including food-stuffs and cloth. 

APPENDIX 

SUPPLEMENTARY QUESTION 

Q. /. Discuss the effects of the present war 
on Indian currency system. 

(Allahabad 1943) 

A. An answer to this question can be given 
with the help of the answer Q. 81. 
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Q. 82 Describe the respective functions of 
currency notes and bank deposits as circulatinf> 
media of exchange in a modern community. 

(U.P. 1936) 

A. Currency notes and bank deposits 
both perform the function of circulating 
media. Currency notes and bank deposits both 
perform the same functions as circulating media 
of exchange in a modern community as coins 
made of metal do. In fact, these are in the 
world of today far more important than coins ; 
for they are habitually used to make larger pay- 
ments and have far more influence on monetary 
conditions. There are great differences between 
country and country in the use made of currency 
notes and bank deposits as circulating media of 
exchange. Some countries issue currency notes 
for very small amounts, while others have notes 
only of denominations considerably larger than 
their current metal coins. In some countries 
quite big transactions are habitually settled in 
currency notes, whereas, in others cheque.s, which 
arise out of bank deposits, are generally used in 
transactions involving considerable amounts. Let 
us see the nature of these two kinds of circulat- 
ing media of exchange. 

Currency notes. These are, in form, mere- 
ly promises to pay. The authority issuing them 
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promises to pay the holder of the note so much 
in current national money. This may be made 
of gold or silver Sometimes there is a promise 
to pay in bullion* Bat where the gold standard 
or some alternative metal standard does not exist 
the promise to pay engraved on the face of the 
currency note becomes a fiction. For these are 
met only by paying out other notes or merely 
token coins (case in India is an instance) or by 
crediting the holder with a deposit in books (this 
is possible in case of only bank notes). And this 
deposit will confer no right except that of recon- 
verting it into notes or token coins or transfering 
it as a deposit to some one else. But whatever 
it may be, these perform the functions of money 
quite all right. 

Bank deposits. In developed communities 
more and more transactions come to be settled 
not by paying over notes or coins but by cheques. 
A cheque is essentially an instruction to a ban- 
ker to pay over to some person a sum of money 
standing to his credit at the bank. If the person 
to whom the cheque is paid out chooses to re- 
ceive payment in notes or coins, he is at liberty 
to do this. But far more often the recipient of 
the cheque simply pays it into his own banking 
account, and the transaction involves directly no 
payment in notes or coins at all, but only a 
transfer of bank credit from one person’s account 
to another’s either in the same or in a different 
bank. So these too resemble notes in this res- 
pect. 

Poiots of difference. But there are points 
of difference too between them. A note is a 
promise to pay, and it passes easily from hand 
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to hand in a whole succession of transactions, 
without necessarily being ever converted into 
any other kind of money, even if it is in fact 
convertible on demand into coin or bullion. But 
a cheque, though it may occasionally pass 
through several hands and so be used as money, 
commonly fulfills its purpose in the course of a 
single transaction and is thereupon cancelled 
when its work is done. It does not normally 
circulate from hand to hand as coins and notes 
do, for it is a promise to pay not by an authori- 
ty of considerable repute, e,g., Government of 
the country or central bank, but by the indivi- 
dual whose signature appears upon it, and its 
value depends on the condition of that indivi- 
dual’s account at the bank. Most cheques are 
made out to order* and not to ‘bearer’, and order 
cheques require endorsement by the person in 
whose favour they are made out. Many che- 
ques are crossed which means that they cannot 
be directly cashed but only paid into an existing 
bank account. In the light of these (acts it is 
surely plain that cheques do not perform the 
same functions as circulating media as notes. 
But what about bank deposits upon which a 
cheque is based ? 

Bank deposits. These can be classified in 
either of two ways, and each classification divi- 
des them into two groups. The first is that 
which draws distinction between ‘current' and 
‘deposit’ accounts. The banks can lend on the 
strength of deposit accounts because money can- 
not be withdrawn out of this account before the 
fixed time has passed. But they can also create 
credit on the basis of the current deposits as 
they know that a considerable aggregate amount 



will at any time be found lying unused with 
them, It is only in times of business crisis that 
the sense of security is undermined and deposi- 
tors withdraw their money. But this is also the 
case with notes. There are times when they too 
are cashed and money is withdrawn. Normally 
an individuars current account in the bank is 
in effect a substitute for the notes and coins he 
would otherwise have to keep in his possession 
for settling current business transactions. The 
amounts of money which the customers of the 
banks are disposed to keep in deposit either in 
their current or in their deposit accounts are 
influenced by the condition of the business. The 
money kept in deposit account is, however, more 
influenced by the same. The other way in 
which bank deposits may be classified is to dis- 
tinguish the deposits made of money deposited 
by customers, from the deposits made of money 
lent by the bank. When a bank grants a loan 
or overdraft, the effect is to create an additional 
supply of purchasing power upon which the re- 
cipient of the advance can draw in the same 
manner as he draws when he actually deposits 
money. 90% of the deposits in advanced coun- 
tries are deposits of this type. 

Conclusion. We then come to this conclu- 
sion that bank deposits perform the same func- 
tions as circulating media as currency notes do. 
Day-to-day transactions can be settled through 
both of them, If business is brisk both the 
notes and deposits are used to a very great ex- 
tent. On the other hand, it it is slack both lie 
unused. It may be that under such circumstances 
people might transfer a considerable part of their 
money from current to deposit accotint. 
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Just as can be inflated and deflated, 
bank deposits can also be done so by the bank -s 
credit policy. Notes are issued against bills, and 
deposits are increased by granting advances ba- 
sed on securities of various kinds. In case, it 
is desired to deflate notes, rate of discount is 
raised. This decreases note issue and as well 
as bank deposit. People do not like to pay a 
very high rate of discount on bills nor do they 
like to pay high rate of interest on advances 
which make up deposits. 

Q, 83, X wants to send a remittance of 
£ 500 to London, What methods are open to him 
to remit the above amount ? Advise him. 

(V. P. 7039) 

4. Purchasing a Bank Draft. The most 
popular method is to purchase a bank draft from 
any bank doing this business. There are exchange 
banks and joint stock banks with correspondents 
abroad who will readily agree to any such pro- 
posal. They, first of all, quote the current rate 
of exchange. On deposit of the equivalent 
amount of Indian currency along with the neces- 
sary charges by way of commission, a draft for 
the required sum would be issued. This shall 
have to be sent to the payee by X, the remitter. 
On receipt of the same in London, the proceeds 
will be realised. 

Sending the same by T, T. A bank draft 
will take some time to reach its destination. If, 
however, money is immediately required to be 
received in London, a T. T. may be purchased. 
In this case, the remitter will deposit Indian 
currency at the current T. T. rate with some 
exchange bank. Charges for T. T. are a bit 
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higher than the charges for issuing bank draft. 
They include the telegraphic charges as well as the 
money is sent here by means of a cable. 

Purchasing an Export Bill. For goods ex* 
ported to merchants in London, bills are drawn 
upon them or their bankers. If a bill of an equi- 
valent amount is available, it may be purchased. 
The method is, however, not popular. Firstly, 
a bill of the required amount may not be avail- 
able. Secondly, there will be difficulty in finding out 
a merchant wishing to sell the bill. Thirdly, 
payment of the bill in London depends upon the 
safe delivery of shipping documents.* As such the 
method is dangerous. 

APPENDIX 

Supplementary Question 

Q. 7. If you wish to remit £ 5,000 to your 
business friend in London what are the alternative 
methods open to ydn to send the money ? 
Which method would you prefer and why ? 

{U. P. 1941) 

A. An answer to this question can be given 
with the help of the answer to Q. 83. 
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PBOCEDUBE FOR ENCASHMENT— 0AMPARI80N 
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Q, 84. What is credit ? Describe its nature 
and form. Mention its advantages and evils. 

(Rajputana) 

A. What ii credit ? Credit in its literal 
sense means trust or confidence. Actually, it 
means postponement of payment. It may be 
defined as an exhange which is not complete until 
a certain period of time has expired. In fact 
credit involves three essentials, viz., (1) exchange 
or transfer of value, (2) time, and (3) confidence 
both in the integrity and capacity of the bor- 
rower. 

Its nature. Since the industrial revolution 
credit has been assuming such importance that 
some people are inclined to believe that it is 
real wealth, true capital, and a factor of produc- 
tion. In order to decide whether this is so, we 
must find out if credit alone, without the help of 
anything else, is capable of satisfying human 
wants as this is the chief characteristic of wealth. 
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And if the answer is in affirmative, we must 
further find out if it can be used for production, 
as wealth used for production is capital. It is on 
the basis of these findings that we shall be able 
to decide finally whether it is a factor of produc- 
tion. First of all, credit is not wealth in itself. 
Howsoever confidence we may have in some one, 
his confidence alone will not enable him to raise 
capital, if none has got some wealth to give him. 
But sometimes credit is granted by bankers far in 
excess of money they possess. Roughly, it has 
been estimated that if a banker possesses Rs. 10, 
he can grant a loan of Rs. 100. In so far as this 
happens there are people who say that credit 
is certainly wealth. But the fact is that this 
multiplied wealth has for its basis some real 
wealth without which it could not have come 
into existence. We can, then, say that credit 
multiplies wealth and when it is used for produc- 
tion it gives it the form of capital. In short, 
credit makes wealth more useful. It is not. 
therefore, a factor of production, but a method of 
production. It makes capital more efficient in 
the same way as division of labour makes labour 
more efficient. 

Fornas. Credit has various forms, e.g., com- 
mercial credit, bank Credit, public credit, industrial 
or capital credit, individual or personal credit. 
When merchants buy commodities with their 
credit, it is known as commercial credit. But 
this credit is very limited in scope and soon 
terminates. Iif order to extend its area and 
time, it must be exchanged with bank credit. 
Bills of exchange form commercial credit. Their 
circulation is limited. But as ,soon as they are 
exchanged with hank credit, notes, they can be 
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circulated over a much wider area. There are 
only some persons who know a particular mer- 
chant, and he cannot buy goods on credit from 
others with his own credit. He can, how- 
ever, exchange his credit with that of the 
bank. The bank allows him to draw cheques, 
which are accepted by everybody. Thi.s is 
another form of bank Gredit Public credit 
means the borrowing operations of government by 
means of interest-bearing securities. Capital or 
industrial credit refers to the borrowing of finance 
by industrial concerns. Individual or personal 
credit refers to the obtaining of individuals of 
goods for consumption on credit. These credits 
may be obtained either by means of credit instru- 
ments or by means of book entries. In the latter 
case, it is known as book credit. 

Advantages. Credit gives rise to credit ins- 
truments which serve the purpose of metallic 
currency. They ia) constitute a cheaper medium 
of exchange than metallic currency, (p) are more 
convenient to handle, and (c) fill up the shortage 
of metallic currency which alone cannot fully meet 
the requirements. These instruments also make 
transmission of money to distant places cheap. 
Settlement of foreign payment is much facilitated 
through them. It makes possible also the collec- 
tion of unspent parts of the incomes of the people, 
and habit of thrift is thus inculcated in the 
masses. This collection, in its turn, is placed at 
the disposal of those who are best fitted to use 
it for further production of wealth. The vast 
production that has been going on all round us 
has been made possible only by credit. It also 
minimises price fluctuations. Banks, known as 
comers of credit, coin it whenever there is a need 



for more curw^ destroy it as they find 
it is redundant. Govern are enabled by Advantag^ 
means of credit to tide over financial stringencies. to 
Finally, it helps individuals in times of hardship mS 

when they are temporarily short of funds to re- 
move their difficulties. 

Evils. Credit which is the source of so 
many benefits and advantages is also attended 
by some dangers. The liability of its being over- Overissue, 
issued is its greatest evil. When such is the case, 
it leads to excessive 2eal, overproduction and Incapable 
speculation. It also enables a man of doubtful 
ability to start a speculative and unprofitable and ruin, 

business, and thus not only to ruin himself but 
others also. Consumers in a position to obtain Reckless 
credit, obtain it only to become financial wrecks. iturc. 

Finally, it has also given rise to capitalism with 
its resultant evils, competition and exploita- its evils. / 
tion of labourers, 

Q, 85, Explain the nature and uses of 
(a) trade hills, (b) finance bills, and (c) bank bills, 

{u, p. mo) 

A, Nature and uses of (a) trade bills, <31 

Trade bills arise out of trade transactions. In tradeV^dit) 
case a merchant buys goods on credit from an- transactions, 
other, there are two courses open for the settle- 
ment of the transaction. Firstly, eithe;r an entry, 
is passed in the books, or secondly, a bill of ex: 
change is drawn by the seller upon the purchaser. 

The first form of credit is known sls Book Credit 
while the second is known as commercial credit. 

This bill has to run the period for which credit 
has been granted. This form of credit is advanta- 
geous over the former in several ways. Firstly, 
it assures settlement on maturity. The merchant assm^. 
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accepting it cannot deny the payment. In t\ie 

event of default, the transaction which gave rise 
to the bill is not considered as is the case when a 
book credit is given^ but the bill itself is regarded 
to be a prima-facie evidence of the existence of 
the debt Moreover, payment of bills on maturity 
is a question of reputation. A book debt may not 
be paid on the lapse of the, period of credit but a 
bill of exchange must be paid to maintain reputa- 
tion in the market, on its maturity. The drawer 
of the bill instead of holding it till maturity may 
transfer it to somebody else in payment of his 
debt or get it discounted in the bill market and 
receive money for replenishing the stock. Besides, 
a trade bill provides a good form of investment 
for bankers. In foreign countries, it is very popu* 
lar with them. Finally, a bill of exchange is also 
used for remittance of raonev from one part of 
the country to another or from one country to 
another, 

(6) Finance bills. Finance bills arc bills 
created not on the basis of the goods sold but on 
the basis of the goods likely to be produced or 
manufactured. They are also known as anticipa- 
tory bills. In Western countries such bills are 
drawn in order to finance agricultural industry. 

In our own country, their use was recommended 
by the Banking Enquiry Committee. Their pay- 
ment is made on the sale of the produce in order 
to help whose production they are drawn. Far- 
mers need money for carrying on their day-to-day 
operations, which they can pay only on the pro- 
duction and sale of the crop. There is no danger 
if on the basis of this, they are provided with 
funds through finance bills. So far as they are 
drawn for this purpose they are quite legitimate 
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atid bigtby tisefliil But the creatw^ bills 

has been carried further, and they are created for 
the mere purpose of discounting them. Bills thus 
created are difficult of realisation. 

(c) Bank bilh These are the bills drawn by 
one banker upon another or drawn by a customer 
upon his banker. In the former case, they 

are called bank drafts, and in the latter case, 

they are known as bank acceptances. The 

former is drawn in case a customer of the bank 
deposits with it some money for remittance to 
some other place within the country or outside 
it Besides providing a good means of remittance, 
they also provide deposits for the banks, which 
they can utilise at least so long as they are not 
withdrawn by the payee. Bank acceptances are 
very useful. They provide the customers with 

the money without bank being called to make the 
payment. Before maturity, it is paid back by 
the customer to enable the bank' to honour its 
signature. Herein, bank exchanges its credit for 
that of its customers. Bank credit, we know, has 
a much wider circulation than the credit of the 
merchants. 

Q. 86, Trace the course of a bill of exchange 
from the time it is drawn till it is presented for 
payment. 

Discuss in this connection the respective rights 
and liabilities of various parties to a bill of 
exchange, {U, P, 1937) 

A, Course of a bill of exchange. In case, 
a bill of exchange is drawn by somebody in his 
own favour, it must be got accepted by the 
drawee as soon as possible. If it is, however, 
drawn in favqur of somebody else, he should get 
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it accepted on the first ccnvenient opportunity 
available to him for doing so. The drawee of a 
bill is expected to return it accepted within a 
reasonable time. The holder has three courses of 
dealing with it. Firstly, he may retain its posses- 
sion till maturity. Secondly, he may transfer it 
to his creditor in payment of debt. And thirdly, 
he may get it discounted in the money market. 
Bills are discounted in the money market with bill 
brokers, discount bouses, and banks. Bill brokers 
were originally mere intermediaries between banks 
and holders of bills, and conducted this business 
for a small amount of brokerage. Now, many 
of them purchase these bills in order to pass 
them on to banks later on. In this way. 
they are enabled to earn a larger income. 
They hold these bills temporarily and that too 
mostly out of the funds borrowed on short 
terms from banks. They are very useful as be- 
ing in constant contact with the market, they 
better know the position of the drawers, acceptors 
and endorsers of the bills. They also know 
the proportion of the bills of each firm that are 
current on the market. They are, therefore, 
always in a position to judge the merits of a 
bill as soon as it is brought to them. Discount 
houses, on the other hand, are permanent holders 
of the bills discounted. They rediscount their 
holdings only when they find a huge demand for 
money. They depend to a lesser extent upon ad- 
vances from banks. Bills provide a good form of 
investment for banks as they are self-liquidatory 
and continuous. These can also be rediscount- 
ed by them with the central bank, which is ern' 
powered to provide currency on their basis. 

Reipective rights and liabilities of vari* 
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oiii Every of a bill of ex^ Riflhtibf > 

change who has taken a bill, cornplete and 

regular, on the face of it, provided he has fulfilled 

certain conditions, has a right to get the payment 

of the bill first of all, from the drawee, and in 

case of failure, from any of the previous holders 

including the drawer. The conditions necessary 

are that he must have become its holder before it 

had become over-due and without notice that it 

had been previously dishonoured, if such was the 

case. Further, that he must have taken the bill 

in good faith and for value and that, before the 

bill was negotiated to him, he had no knowledge 

as to any defect in the title of the person who p,.a^er'sand 

negotiated it. If the bill is paid by the drawer endorser's 

or any endorser, such a drawer or endorser has 

got the right to claim the money from the drawee. drawL. * 

If a bill is lost, the holder in due course has the 

right to get its duplicate. In case of dishonour, Issue of a 

the holder can also claim the compensation as duplicate 

given in the Negotiable Instrument Act, The ’ ’ 

right of the drawee is that the bill of exchange Qaiffl jor 

of which the payment is due must be presented cotnpensa^ 

to him during the usual business hours. 

As regards liabilities to a bill, we have to Acceptor is 

consider (1) the acceptor. This is the party primarily 
which is primarily , liable to pay a bill. By ac- rcsjwnsibic 
cepting it, the acceptor undertakes to pay it, and payment, 
if he dishonours it by refusing to pay at matu- 
rity, he may be sued upon it by the drawer or 
any endorser or holder in due course. Absence 
of consideration is no defence. (2) The dtamr. 

Until the bill is accepted, the drawer is the ^**^® ?* 

main party, and hence he is primarily liable to uablnty/ 
the endorsees. But as soon as it is accepted by 
the drawee, he is relieved of bis primary liability. 





EndoTKr's 

liabilityf 


Last holder's 
responsibility 


from that time his liability becom^^ 

And (3) the endorser. His liability is more limited 
than that of either the acceptor or drawer. An en- 
dorser is liable only to subseqttent endorsers, and 
not to the previous endorsers. On the other 
hand, he can hold them liable, in case he is called 
upon to make the payment. The last endorsee is 
required to present it on the due date. If he 
fails to do this, the drawer and all the previous 
endorsers are freed of their liability. 


Q. 87, Summarize the laws in India re- 
garding bills of exchange. (Rajputana 1941) 


Definition. 


Classiilca- 

tion. 


Treatment 
of a bill as 
aP/N. 

Date of 
Maturity. 


Laurs in India regarding bills of ex- 
change. The laws in India regarding bills of 
exchange are found codified in Bills of Ex- 
change Act. First of all, there is its definition, 
according to which, it is an instrument in writing 
containing an unconditional order, signed by the 
maker, directing a certain person to pay a certain 
sum of money only to, or to the order of a 
certain person or to the bearer of the instrument. 
Next is its classification. It is of two kinds in- 
land and foreign. An inland bill of exchange is 
drawn or made in one country and made payable 
in or drawn upon any person resident in the same 
country. A foreign bill of exchange, on the other 
hand, is not so drawn, made or made payable. 
Further, it has been laid down that in case the 
drawee of a bill is the same as the drawer or is 
a fictitious party, or is a party not having capa- 
city to contract, it may be treated by the holder 
as a promissory note. There is also the ques* 
tion of the date of maturity. Bills are payable 
either on demand or sight or so many days 
after sight. If payable so many days after' 





date or sights tbe Bill must bear advaJorem 
stamp. Three days, called days of grace are, iu 
every case, where the bill itself does not other- 
wise provide, added to the time of payment as 
6xed by the bill, and it is due and payable on 
the last day of grace. In case, however, the last 
day of grace is a holiday, it is due and payable 
cither a day before or a day succeeding depending 
upon the fact whether it is a bank holiday or a 
public holiday. There is also provision for 
their negotiation. Regarding the sum a payable by 
a bill, it has been provided that it is a certain sum 
in mt^ney although it may be required to be paid 
with interest or by stated instalments, etc., or 
according to an indicated rate of exchange. 

Coming to acceptance, first of all, there is 
the deBnition and its requisites. Then, there is 
a time allowed for it. Further, there are gene* 
raJ and qualified acceptances. A general accept- 
ance assents without qualification to the order 
of the drawee. A qualified acceptance, on the 
other hand, vanes in express terms the effects of 
the bill as drawn. It depends upon the will of 
the holder whether he regards a qualified accep- 
tance as an acceptance or as a dishonour of the 
bill. The capacity to incur liability as a party 
to a bill is co-extensive with capacity to contract. 
Regardiiig forged or unauthorised signature, it 
may be said that where a signature on a bill is 
forged or placed thereon without the authority of 
the person whose signature it purports to be, the 
forged or unauthorised signature is wholly in- 
operative unless the party against whom it is 
sought to retain or enforce payment of the bill 
is precluded from setting up the forgery or want of 
authority. 
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iAjiriIND 

Then, there is a provision regarding the con- 
sideration for a hi7/. ft may afeo he an accom- 
modation biJh An accommodation party is liable 
on the bill to a holder for value, and it is imma- 
terial whether when such holder took the bill, 
he knew such party to be an accommodation 
party or not. The holder of a bill must present 
it to the drawee for acceptance and payment. 
There are rules as to presentment for acceptance 
and payment and excuses for non-presentment. 
When a bill has been dishonoured by non-accept- 
ance or by non-payment, notice of dishonour must 
be given to the drawer and each endorser in 
accordance with certain rules. Where an inland 
bill has been dishonoured it may, if the holder 
thinks fit, be noted for non-acceptance or non- 
payment, as the case may be, but it is not neces- 
sary to note or protest any such bill in order to 
preserve the recourse against the drawer or en- 
dorser. The measure of damages ascertained in 
a given way can also be claimed from the drawee 
in case of dishonour of a bill. 

A bill is discharged by payment in due course, 
which means payment made at or after the 
maturity of the bill to the holder thereof in good 
faith and without notice that his title to the 
bill is defective. It is discharged in several other 
ways. A bill may also be accepted and paid for 
honour. Where a bill has been lost before it is 
overdue, the person who was its holder may apply 
to the drawer to issue a duplicate thereof. 

Q. 88. Give a short description of ike 
different kinds of Hundis which are generally in 
use^ indicating their special features. Draw 
a specimen Hundi by way of illustration. 

{U.P.m?) 



jti; 

4^ CMfifwefit kindi of Huodit* Hundis 
are mainly classified itilo (a) Muddati /Time) 
Hundis and (6) Darshani (Sight or Demand) 
Hundis. These are, however, further sub-divided 
into ; (1) Dhanljog (Payee only), (2) Shahjog 
(resembling to some extent with crossed cheques 
—bills of exchange are never crossed), (3) Dekhan- 
har (bearer), (4) Farmanjog (order) and* (5) 
Jokhami ("there is no equivalent of it in modern 
bills— it forms, in short, a combination of a hill of 
exchange, an insurance policy, and a contract of 
afreightment in one.) 

HUNDIS 


Darshani Muddati 


‘hanijog Shahjog Farmanjog Dekhanhar 


bhanijog Shahjog Farmanjog Dekhanhar Jokhami 

Their special features. Muddati Hundis 
are Hundis payable after they have run their 
period of tenor. This period of tenor varies 
from place to place and trade to trade ranging 
generally between 11 days to 12 months. To the 
period of tenor, jlays of grace known in Hindi by 
the term (gi/as' are also to be added in order to 
find out the date of maturity. Darshani Hundis, 
on the other hand (akin to si^ht or demand bills), 
are payable on presentation^ They are mostly 
drawn with a view to facilitate remittance of 
money. ^ 


Names. 


Muddati 

Hundi. 


Darshanii 

Hundi* 
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:^ttb*divlsion* 

Dhanijog. 


-Shah jog. 


farmanjog. 


i^^Dekhanhar* 


[okhami 

lundi* 


Then, Hundis may be Dhanijog, Shahjog, 
Farmanjog, Dekhanhar, and Jokhami. 

Dhanijog is a Hundi payable only to the 
payee. It cannot be endorsed. The liability of 
the drawee is very great here. He has to satisfy 
that the party presenting the Hundi is none else 
but the payee mentioned within the body of the 
Hundi. In case he makes a wrong payment, he 
is held liable to the real dhani (owner- payee). 

Shah jog Hundi is payable only to a Shah-^ 
a respectable merchant of the town where the 
drawee resides. A holder of such a kind of 
Hundi cannot get its payment himself if he is 
not a Shah. He must present it through him, 
In case, the drawee violates the condition, he is 
held liable to the holder in due course for his loss. 

Farmanjog Hundi came in vogue during the 
Mohammadan period. It is payable to the payee 
or his order. It cannot be transferred without 
endorsement known in Hindi ( fkchan). The 
drawee, before the payment, has to examine the 
Bechan in this case in the same way as a drawee 
of a bill has to do in the case of an order bill of 
exchange. If he pays it to a wrong party he is 
liable to the real owner. 

Dekhanhar Hand! is payable to the Bearer. 
Here, the drawee is not required to take any 
extra trouble. Any one presenting the Hundi 
gets the payment. 

There is one more type of Muddati Hundi— 
namely, Jokhami Hundi. It arose out of a sale 
transaction, when goods were to be sent to an- 
other town by generally river-transport. The 
carrier, here, acted as an insurer, and financier, 
as well. The seller drew the Hundi on the 
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purchaser favouring the carrier, who made the 
payment of the Hundi to the drawer on receipt 
of the goods for transport after deducting (i) his 
charges for carriage of the goods, (ii) premium for 
undertaking the risk, and (iii) discount for paying 
the money before the Hundi was paid up. The 
carrier in his turn got the payment of the Hundi 
from the drawee on safe delivery of the goods 
to him. In case, he lost it, he did not present 
the Hundi. Such Hundis are not used these days 
due to the emergence of three different agencies 
instead of one, e., a common carrier, an insurer, 
and a banker. 


A SPECIMEN HUNDI 

Sidh Shri Mirzapore Shubhasthane Shri 
Pattri Bhai Sitaram Ramnath jog likhi Prayag- 
raj se Radhika Prasad Radha Mohan ki ram ram 
banchane. Aparanch Hundi kini ek ap upar rupia 
200 ankre do sau ke nima ek sail ke dune pure 
dena. Yahan rakhe Bhai Panna Lai Shambhu- 
nath Benares wale ke Miti Phagun badi Panchami 
dam dhanijog bina jabta bazar chalan hundi ki 
rit thikane lagaye chaukas kar dena. Miti Phagun 
badi 5 Sambat 1996, 

REVERSE SIDE 

Nime ke Nime rupia pachas ka chauguna para 
rupia chaukas kar dijo. 


200 


Pattri Bhai Sitaram Ramnath Mirzapore. 
13 
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Q. 89. Analyse the definition of a cheque, 
and point out in what tespects it differs from a 
Bill of Exchange and a Promissory Note. 

(U. P. 1936) 

A. Definition. A cheque is an uncondi- 
tional order in writing drawn upon a specified 
banker signed by the drawer, directing the banker 
to pay on demand a certain sum in money to or 
to the order of a person named therein or to the 
bearer, and which does not order any act to be 
done in addition to the payment of money. 

Analysis. Though every word in the above 
definition is important, on analysis we find the 
following salient points : — 

(1) It must contain an order. 

(2) The order must be unconditional. 

(3) It must also be in writing. 

(4) The order must be addressed to a particu- 
lar bank. 

(5) It must be signed by the drawer. 

(6) It must require the payment to be made 
on demand. No time is to be given. 

(7) The amount ordered to be paid must be 
a sum certain in money. 

(8) Payment must be ordered to be made to 
I person named therein or his order or the bearer 
)f the instrument. 

( 9 ) No other act is required to be done excer 
it hat of the payment of money. 

Points of difference from a B/E ; — 

( 1) A cheque must be drawn on a bankei 
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bill can be drawn on an individual firm, or com- 
pany-merchant or otherwise. 

(2) A cheque must be payable on demand. 
A bill may be payable either on demand or some 
days or months after date or sight. 

(3) A cheque is generally inland. 

A bill may be both an inland or foreign. As 
a corollary to this, a cheque is drawn in one's 
own currency. A bill may, on the other hand, 
be drawn in a foreign currency. 

(4) A bill requires an acceptance, unless it is 
payable on demand. A cheque, being payable on 
demand, does not require acceptance at all. 

(5) The drawer and endorsers of a bill are 
discharged from liability, if the holder fails to 
present it to the acceptor at the due date. The 
drawer of a cheque is not discharged by the 
holder’s failure to present it In due time unless 
the bank fails. 

(6) The acceptor or, in case of his failure to 
pay, the drawer is required to pay the amount 
of a bill at the due date to the holder. The 
banker does not pay in case payment is stopped 
by the drawer, or he learns the fact of his bank- 
ruptcy or lunacy or death. 

(7) Cheques may be crossed. Bills can never 
be done so. 

(8) If a domiciled bill is paid by a banker 
and one of the endorsements on it comes out to 
be forged, he cannot debit the amount to the 
account of the acceptor. But he can do so in 
case of a cheque provided he has acted as laid 
down in the clause giving him this protection— 
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in good faith, without negligt^nce, and in due 
course. 

(9) Notice of dishonour is necess iry in the 
case of a bill. It is not so in the case of a 
cheque. 

(10) All bills require nothing and sometimes 
protest if they are dishonoured ; cheques do not 
require these. 

Points of difference from a Promissory 
Note. (1) A cheque is written by a creditor. 
A promissory note is written by a debtor. As a 
natural corollar\' o this we can say that a cheque 
is an order to pa\ while a promissory note is a 
promise to 

12) There may be more than two parties to a 
cheque. There are only two parties to a [>ro- 
missoiy note; — drawer and payee — tliere is no 
drawee. 

(3) A cheque is payable only by a particular 
bank. A promissory note may be made payable 
by several parties jointly or jointly and severally. 

<4) Cheques are more frequently used than 
promissory notes, and hence they form an imt>or- 
tant media of circulation. Promissory notes do 
not act in this way. 

(5) A cheque is always payable on demand. 
A promissor}^ note may be paid even after the 
lapse of a certain period. 

Q. 90. (a) Wfmt do you understand by 
dorsefne7its\ Discuss the legal significance of 
endorsements, 

(b) Advise hoze the foUozving cheques are to 
be endorsed : — 
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(7) A cheque payable to the Board of High 
School and hdermediate Education^ U- P- 

(2) A cheque payable to Mrs. Jaidhari Lai 
Misra. 

(3) A cheque payable to Captain G. Bhar- 
gava, /. M. S. 

(4) A cheque payable to W. Robimon or bearer, 

(5) A cheque payable to Mr. Ram Din (the 
name of the payee being Ram Adhin). 

(U. P. 1935) 

A, Endorsements. These are the signa- 
tures of the payees and parties subsequent to the 
payees with a view to transfer the properties con- 
tained in the negotiable instruments of credit. 
They are complete only on delivery of the ins- 
truments in question. An order cheque or bill 
must be endorsed before its property passes to 
the transferee. Endorsements are of different 
kinds -most important of which are two, vfjs., 
(a) special or full, and (b) blank. Special or full 
endorsement is one in which the name of the 
endorsee is also mentioned after the signature 
of the endorser. Blank endorsement, on the other 
hand, does not require mentioning of the name 
of the endorsee. 

Their legal significance. Endorsements 
have varied significance. They operate as dis- 
charge of the authority paying the instruments 
of credit. Next, they are the means of trans- 
ferring credit instruments not payable to bearers. 
Furthermore, they act as guarantee to all 
sul)sequent holders that the endorser is liable 
for payment in case of dishonour by the party or 
parties primarily liable upon the instruments in 
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Discharge. 
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question. We are here, however, more concerned 
with them as affecting the bankers. A debtor is 
discharged of his liability only when he has paid 
either to the creditor or his order. In case he 
pays by mistake to some one else instead of 

the party actually ordered to be paid, he is not 
discharged of the liability. But the case is 
priviled«t. different so far as banks are concerned 

They are relieved of the liability in case they 

pay the cheques in good faith and in the ordinary 
course of business acting without negligence 
on the basis of the endorsements on them pro- 
vided they purport to be those of the payees 
and subsequent endorsers. There is no statute 
regulating the form which an endorsement shall 
take. But we can be guided by certain decisions 
of the courts, mercantile usage, and our own 
common sense. 

Formi of endorsement in the cases given. 

(11 It must be endorsed as ; — 

For the Board of High School and 

Intermediate Education, U. P., 
Ram Narain Lai, 

B. A., Rai Saheb, 
Secretary. 

(2) Ramrati Bai, wife of Mr, Jaidhari Lai 
Misra. It has been supposed here that the name 
of the wife of Mr. Jaidhari Lai Misra is Ramrati 
Bai. 

(3) G. Bhargava, Captain, I. M, S. The suffix 
‘Captain is supposed to be descriptive. 

(4) W. Robinson. It may also be signed by 
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any other |>arty taking the money as it is a bearer 
cheque. 

(5) Ram Din (Ram Adhin). 

Q; 91. Examine the following endhrsements 
and indicate if they are in order, giving reamn^ 
far your answer 

(a) A cheque payable to Miltons, endorsed 
Milton and Nephew\ 

(b) A cheque payable to Mr. J. K. Sfiwastawa, 
endorsed for J. K. Sriwastawa for J. Mehrotraf" 
J. N. Mishra. 

ic) A cheque payable to Mrs. Rajeshwar 
Bhargava, endorsed \Mrs,y Rajeswar Bhargava. 

id) A cheque payable to Sister Jane, endorsed 
'Sister Jane*. 

^e) A cheque payable to R. S. Mehra, endorsed 
'R. S. Mehra\ (U. P. 1937) 

A. (a) ‘Miltons' means literally a number 
of individuals all named Milton. They may be 
Milton & Bros., or Milton & Son or Sons, or 
Milton & Nephew. In fact, it is very vague. 
The endorsement ‘J. Milton and Nephew’ may 
be taken as correct. 

(ft) The endorsement in question is quite 
irregular First of all, a person signing on 
behalf of the other must specify the capacity 
in which he is signing. That is, in case he has- 
been legally authorised to do so, he must indicate 
this authority by prefixing some such term as 
‘per pro’ to the name of the principal. If, how- 
ever, he has no such authority but is acting only 
because it is legal or customary for a person hold- 
ing the office he holds to act on behalf of his 



BANKING MADE-EASY 


m 

principal, he must indicate that office. Then an 
agent cannot delegate the authority conferred 
on him by his principa*. In this case the endorse- 
ment must be made by J, Mehrotra who must also 
give his designation after his signature. 

(c) A cheque payable to a married woman in 
her husband’s name must be endorsed in her 
own name followed by ‘wife of* and her husband’s 
name.^ 

(d) As ‘Sister’ is a title given to nuns, it may 
be endorsed as ‘Jane Sister'. Sister Jane is 
irregular. Title should not be placed before the 
name. 

(e) The endorsement in question is quite 
regular. It is in the same form as given in the 
body and without any courtesy title added 
thereto, 

Q. 92. Examine the following endorsements 
and state whether they are in order, giving rea- 
sons for your answer : — 

(a) A cheque payable to the Trustees of the 
estate of Mr, Ram Sxvaroop Varma, 

Endorsed : 

For self and Co-trustees Sheo S hanker Lai. 

(b) A cheque payable to Shrimati Sushihi 

Devi, 

Endorsed : 

Shrimati Sushila Devi. 

(c) A cheque payable to Messrs, Harold 

S Co., 

Endorsed ; 

For Harold & Co,, J. Jones. 

• Please see answer to Q. 90 endorsement No. (2). 
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(d] A cheque payable to Mr, Cowasji Jehan- 
Sir- 

Endorsed : 

Cowasjee Jehangir, (U,P. 1938) 

{a) This endorsement is not in order. A 
cheque payable to trustees must be signed by 
all the trustees. Bankers refuse to accept a 
per pro endorsement or an endorsement of a 
single trustee on behalf of his co-trustees. This 
rule is very necessary owing to the strictness with 
ivhich the Courts alw’ays safeguard the interests of 
the beneficiaries of a trust. The knowledge, that 
trust funds are being dealt with, imposes on all 
those to whom such knowledge can be imputed 
the necessity of more than ordinary precautions for 
the prevention of fraud^. Next, it does not indi- 
cate as to the name of the trust. It must men- 
tion ‘For the estate of Mr. Ram Swaroop Varma’ 
followed by the signatures of all the trustees. 

(b) The endorsement in question is not in 
order as it does not purport to be that of Shri- 
mati Shushila Devi, as nobody uses courtesy title 
before one’s own name. ‘Shrimati’ is a courtesy 
title. She must sign as ‘Sushila Devi.* 

(c) This endorsement is also not in order. 
Bankers always require the agent's signature to 
be followed by some designatory addition indica- 
ting the character of his agency, except when the 
signature is per procurationt . Hence, this must 
be followed by some designatory title. 

Of) The endorsement is not in order. If 
payee’s name has been mis-spelt, it does not matter ; 

* Please Consult Sykes, 'Banking and currency/ page 143 . 
t Please consult Sykes 'Banking atid Currency' page 139 . 
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endorsement must also be in the same spelling. 
It may, however, be followed by the correct 
spellings within brackets, e g., Cowasji Jehangir 
(Cowasjee Jehangir.) 

Q, 93, You are asked to make out an uncros- 
Red order cheque for Rs, 600 on your Bank, the 
Allahabad Bank (Allahabad Branch), in favour 
of one Lala Datdat Ram of Allahabad, 

Draw a specimen cheque in the above terms 
and describe the procedure which Lala Daulat 
Ram will have to follow in order to have the 
cheque cashed or collected. (U. P. 1931) 

A, 

A SPECIMEN CHEQUE 

No, 232 Dated July 15, 1940, 

ALLAHABAD BANK LIMITED, 

ALLAHABAD BRANCH 

Pay to Lala Daulat Ram or Or der\ Rupees 
Six hundred only. 

Rs. 600. Ram Narain Lai 

Procedure to be followed. L. Daulat Ram, 
in order to encash the cheque, may himself go 
to Allahabad Bank, Allahabad branch. In that 
case he will sign his same in the same spellings 
as have been given here in the body. If the 
clerk-in* charge knows him, he will make the 
payment. Otherwise he shall have to be satisfied 
as to his identity. In India ledger keepers only 
pass the cheque after examining it, and find- 
ing out from the account of the drawer if 
sufficient balance is available there. It then 
passes through the accountant and agent and is 
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finally paid by the cashier* If, however, Lala 
Daulat Ram does not wish to go himself to the 
bank, he may endorse it in favour of one of his 
servants in blank or in full. If it has been 
endorsed in full, the servant shall have to satisfy 
the banker with regard to his identity. [For 
endorsements lanswer to question 48 may be 
referred to.] Lala Daulat Ram may also deposit 
it in his account, if he has got one. If the 
account is with Allahabad Bank, there will be 
no difficulty. In case, however, it is with some 
other bank, that bank will, first of all, collect the 
cheque and then give credit to Lala Daulat 
Ram’s account. Lala Daulat Ram shall have to 
enter it in his payin-slip book in order to deposit 
it in his account and send it to his bank. No 
commission is charged for collection of local 
cheques. 

0 . 94, Discuss the liability of a 'paying 
hanker with regard to the payment of a cheque, 

(U,P. 1938) 

A. Liability of a paying banker. The 

paying banker must see that the cheque upon 
which he is making the payment is regular in 
all respects. For instance, he must ascertain 
that the signature on it is that of the drawer 
himself. It must conform with the specimen 
signature lin the lautograph book. If there 
is any mistake and the banker pays on a 
forged signature, he is not allowed to debit the 
amount to his customers account. There is also 
a responsibility on the customer too, to see that 
he does not facilitate the forging of his signatures 
or the payment of a cheque bearing forged signa- 
tures. A banker cannot also debit his customer, if 
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be pays a cheque before the date it ! bears, so long 
as the date does not arrive. In case, the customer 
becomes bankrupt, or lunatic, or dies in the 
meantime, he loses the amount so paid . Besides, 
if a post-dated cheque has been paid, and due 
to this payment there is no sufficient balance left 
to enable the banker to pay a regular cheque, he 
cannot dishonour it. The regular cheque must 
be honoured, if there would have been sufficient 
balance to enable the banker to honour it, had 
the post-dated cheque been not paid up. More- 
over, the customer has got the right to stop the 
payment of a cheque before its due date. In 
case he does so, the banker stands to lose if he 
ndorsemcnt. has already paid it. Again, a banker must pay the 
cheque to the person named in it or to his order 
except in the case of a cheque payable to bearer. 
The evidence of proper payment is the endorse- 
ment of the payee or endorsee. But special pro- 
tection is afforded to the banker in this respect. 
It is to the effect that if a banker pays a cheque 
drawn upon it in good faith and without negli- 
gence, in the ordinary course of business, it is 
not incun bent upon him to show that the endor- 
sement or endorsements were made by or under 
the authority of the person or persons whose 
endorsement or endorsements it or they purport 
to be. The question whether a particular en- 
dorsement purports to be that of the person by 
or under whose authority it was required to he 
made is, however, difficult of answer. But the 
bankers answer it by exercising their own common 
sense, in the light of certain decisions of the 
courts and mercantile usage. The terms *in good 
faith’, ‘without negligence’, and ‘in the ordinary 
course of business’ are very important. Payment 
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of a crossed cheque to any one, not a banker, 
would not be in due course. Or, again, the pay- 
ment of a cheque, after or before the business 
hour?, is not in due course. The banker has to 
be extra cautious in making payment of cheques 
drawn in connection with Trust Funds. If he 
has got the least doubt to the effect that such 
funds are being mis-appropriated, he must not 
make the payment unless his doubts have been 
cleared. Again, he should exercise great care in 
his dealings with employees and other agents of 
his customers. Further, he must pay the amount 
written on the cheque. If there arises any doubt, 
and it is suspected that some alteration has been 
made, this should be confirmed before making 
the payment. If the amounts in words and 
figures differ, the amount in words may be paid. 
But it will be better, if it is referred to the 
drawer. If there is no balance left in the custo- 
mer s account to enable the payment of a cheque 
to be n.avde, it may be returned unpaid. If, how- 
ever, an arrangement for an overdraft has already 
been made, the cheque must be honoured. Such 
an arrangement cannot be cancelled without 
giving notice. If a banker has made a mistake 
in striking out the balance of a customer’s 
account, and the customer acting on the basis of 
such a balance has drawn a cheque, the banker 
must honour it. He has, however, got the right 
to claim the amount from his customer. The 
banker has to obey all commands of his custo- 
mers stopping payments. He should also not 
pay in case he learns of his customer s death, 
insolvency or lunacy. Payments should also be 
stopped in case a garnishee order has been served 
by the court. 
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Q, 95. What precautions should the paying 
hanker observe in paying cheques drawn upon 
him. 

(U.P. 1935) 

A. Answer to this question can be given with 
the help of the answer to question 94. 

Q, 96. Indicate and explain some oj the 
grounds on which the hanker usually refuses pay- 
ment of cheques. 

(U. P. 1936) 

A, Grounds on which the banker usu- 
ally refuses payment of cheques. The 

following are some of the grounds on which the 
banker usually refuses payment of cheques. 

(1) Refer to drawer. This is a very vague 
term. It means that there is something wrong 
with the cheque. It is usually put down in case 
there is no sufficient fund to the balance of the 
drawer's account. 

(2) Not arranged. This means that the cus- 
tomer's particular account, on which the cheque 
has been drawn, has not got sufficient balance 
'to enable the banker to make the payment, 
though there is balance in other accounts and 
payment could be made, had a transfer been 
arranged for by the drawer. 

(3) Effects not yet cleared, please pre* 
^ent again. It sometimes happens that a cheque 
is presented for payment just at the time when 
the drawer has paid into his credit certain 
cheques which have not been cleared. Under 
such circumstances, the cheque is returned with 
the above remark 
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(4) Exceeds arrangement. This again 
shows shortage of funds. It may be possible 
that the amount of the cheque is more than the 
amount of the overdraft available or the amount 
of the transfer from other accounts is available. 

(5) Insufficient funds. This clearly shows 
that the funds are not sufficient to enable the 
payment of the cheque. This remark should be 
avoided as far as possible. Remark number (1) 
may be used to indicate it 

(6) Full covers not received. This is an- 
other remark meaning the same as (5). 

Payment stopped by the drawer. The 

term is self-explanatory. This can be indicated 
only if it is so. 

Drawer’s signature differs. The banker 
keeps an autograph book in which it has the 
specimen signatures of all the customers. When 
a cheque is presented to the bank, the signature 
on it is confirmed with the specimen signature 
in the autograph book. The term indicates that 
the two signatures differ. 

Payee’s endorsement incomplete or 

required or irregular, or illegible. In the 

blank space is filled 1st, 2nd, 3rd, etc., as the 
case may This indicates that endorsement 
of the particular payee is incomplete or required 
or irregular, or illegible. ‘Complete endorsement* 
ineans signature along with all the suffixes as 
given in the body of the cheque or in subsequent 
endorsements. ‘Irregular’ means not according 
to the regular practice, 

Endoriement requires bank’s guarantee 
or confirmation. In case a cheque is pre- 
sented through a bank, and there is any doubt 
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Cheque it multiUted, post-dated, or out 
of date. A mutilated cheque is not paid. Simi- 
larly a post-dated cheque is not paid so long 
as the date given on the cheque does not arrive. 
A cheque more than 6 months old becomes out 
of date and is not to be honoured without the 
consent of the drawer. 


Amount in words and figures differ. The 

banker may pay the amount in words, but he 
can also return the cheque in this case with the 
above remark. 


Crossed cheque must be presented through 
a bank. A crossed cheque cannot be paid to any- 
body else except a bank. 

Clearing stamp required. The clearing 
bank ought to put its stamp. In cases it does 
not do so, the cheque may be returned'. 

Alteration requires drawer’s confirma- 
tion. Even a slight alteration must be initialed 
by the drawer. If it has not been done so, the 
cheque must be returned. 

Drawer deceased. A banker cannot pay a 
cheejue on receiving the information of .his custo- 
mer s death. 

Drawer declared bankrupt. This remark 
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should be made only after having made full con- 
firmation of the fact. 

Garnishee order served. In case court has 
stopped payment, the cheque cannot be honoured. 

Type written cheque. A typed cheque is 
not paid b\’ banks, 

0. P7, Discuss the liabilities of [a) a pay^ 
inff banker, and (b) a collecting banker^ in res- 
pect of a crossed cheque. (t/. P. 1939) 

A, Liability of a paying banker in res- 
pect of a crossed cheque. The liability of a 
paying banker in respect of a crossed cheque is 
the same’*^ in resfiect of an ordinary cheque, 
with the onlv exception that it should be piid 
'o none but ,i banker. Its piyment to any one 
sise will not be in the ordinary course of busi- 
less and hence under such circumstances the 
xinker will iml be entitled to receive the pro- 
ection granted to him by Section 85 of the 
[ndian Negotiable Instrument Act and Section 
30 ol the English Bills of Exchange Act, 1862. 
Fhe^^e section-^ protect him against payment on 
cheques beiring forged endorsement or those 
nade without authority where they purport to 
be endorsed by or on behalf of the payee or sub- 
sequent endorsees, although they may not be so. 

Liability of a collecting banker in res- 
pect of the same. The following section de- 
termines the liability of a collecting banker in 
respect of a crossed cheque. “Where a banker 
n good faith anti without negligence receives 
uvment for a customer of a cheque crossed ge- 
lerally or specially to himself he shall not in 

*PIease consult answer to Q Q4 on this topic. 
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case the customer has no title or a defective 
title thereto, incur any liability to the true owner 
by reason only of having received such pay- 
ment**. 

It is quite clear that the payment of a cross- 
ed cheque must be received for a customer only 
in order to obtain protection granted under this 
section. If a banker collects a crossed cheque 
for one who is not his cust imer, the protection 
granted under this section cannot be given 
to him. Whether a particular person is a 
customer of the bank or not will depend 
on the fact whether he has a current account 
with it or not. Only those having current 
accounts are deemed to be the customers of the 
bank. The terms ‘in good faith’ and ‘without 
negligence* bear the same importance here as 
anywhere else*^. 

Q. 98, Under what conditions can a hanker 
dishonour without liability (a) his customer's 
cheques, (b) domiciled hills ? [U. P. 19^0) 

A . A banker can dishonour his custo- 
mer’s cheques without liability under follow- 
ing conditions, (l) If they are not regular. 
This means, {a) if the signature of the drawer on 
the cheque does not coincide with the specimen 
signature with the bank, (b) if the cheque is 
post-dated or out of date, (c) if the amount in 
words and figures differs, or if it is in any way 
not clear, (d) if the cheque is incomplete in any 
way or if there are alterations which have not 
been initialled by the customer, (e) if it has been 
written with pencil or typed, and (/) if it is 
mutilated. (2) If endorsements on them are 

*Please consult answer to Q. 94. 
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irregular* This includes incomplete endorsements^ 
absence of an endorsement or endorsements. 
(3) If a crossed cheque is not presented through 
a bank or if it does not bear the collecting 
bankers clearing stamp. (4) If there is no suffi- 
cient fund at the time of their presentment in the 
account of the customer to enable pa 3 ^ment. In 
case, however, an arrangement for an overdraft 
has been made, the cheque drawn on the basis 
of such an overdraft cannot be dishonoured. If 
the banker wants to cancel the arrangement, he 
must give notice to the effect to the customer in 
time. Further, if the banker has wrongl)^ struck 
the balance in the Pass Book, acting on the bisis 
of which the customer has drawn a cheque, 
it must be honoured. The banker has, how- 
ever, a claim against the customer to receive 
payment, (5) If the payment has been stopped 
by the customer himself or by a court of law 
under whit is known as a garnishee order. (6) If 
the customer has died, or become lunatic or has 
been declared bankrupt* 

He can dishonour domiciled bills under 
following conditions without incurring any 
liability thereon. (1) A banker has ordinarily 
no obligation to honour a domiciled bill unless 
and until it is expressed or implied in any way. 
In case he has been honouring such bills for 
sometime, the obligation is implied, and they 
must be honoured so long as sufficient notice 
cancelling the obligation is not given by him, 
f2) if it is not in proper form, (3) if it is not 
duly stamped, (4) if it is prea^nted before the 
date of maturity, (5) if there are any material 
alterations on it and they have not been confir- 
med by the drawer, (6) if the acceptor’s signa- 
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tures are forged, and (7) if the signature of the 
payee or that of any subsequent endorsee is 
forged. A banker has not been given protection 
against payment of domiciled bills bearing for- 
ged endorserr.ents as has been given against that 
of cheques. (8) He will also not pay a bill if the 
acceptor has been declared bankrupt. (9) On 
the death of the same also, he must refer to the 
successors of the deceased. 

Q. 99, Explain how the crossing of a 
cheque offers protection to the holder. Discuss^ 
in this connection, the significance of a cheque 
ctossed— {a) Not Negotiahlej (h) Account Payee 
only, (U, P. 1937) 

A, Protection offered to a holder by the 
crossing of a cheque. As a crossed cheque 
is payable only through a bank, the holder on 
losing it, can, get it traced. The collecting 
banker must have collected it for one of his 
customers. In case this customer has no title to 
the said cheque, the holder can have a recourse 
against him. If, however, his title is good, he 
may at least be able to tell him the name of the 
party from whom he has received it. This may 
ultimately lead to the discovery of the person 
having no title to the instrument. Further, if 
it turns out that the collecting banker had 
collected it for one who was not his customer, 
he may himself be held liable, if he was not 
holder in due course. 

A crossed cheque willy however, off er fur* 
tber protection in case it had been crossed 
'Not Negotiable.' A cheque is a Negotiable Ins- 
trument, f. e., the transferee gets a good title from 
the transferrer even if his title is bad, provided 
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he takes it in good faith, for a valuable consi- 
deration, and in a complete form. Butin case 
the term ‘Not Negotiable* is written within 
the crossings of a cheque, the same becomes 
Not Negotiable, i. e., the transferee receives 
the same title from the transferrer as he has. 
This means that the title of the last payee of 
such a cheque will not be better than that of 
the transferrer. In fact, no transferrer can pass 
a better title to the other than his own if the 
instrument has been made Not Negotiable. Under 
the circumstances the holder shall be able to 
claim the money back from the last payee. 

Account Payee only. The insertion of this 
term within the crossing only means that the 
collecting banker should place the amount of 
the cheque on collection of the same to the 
credit of the payee's account, and not pay it to 
anybody at the counter. This may only help 
the holder to recover the amount, but there is 
nothing to check the payee from immediately 
taking the amount from the account by means 
of a fresh cheque". Hence, these words have no 
legal significance. 

Q, 100. Define a cheque^ and bring out 
dearly the significance of the term 'negotiable 
instrument'. Show the various devices by which 
a cheque can he protected in spite of the cheque 
being a negotiable instrument. [U. P. 1939) 

A. For definition, please consult answer to 
Q. 89 on this topic. 

For the significance of the term ‘Negotiable 
Instrument' please consult answer to Q. 99, sub- 
heading ‘Not Negotiable*. 

Devices for protecting a cheque. First 
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of all, it should be made payable to the payee 
only or to the order of the payee. Such a cheque 
will offer a better protection inasmuch as it 
would require an endorsement before its nego- 
tiation. This may lead to the trace of the cul- 
prit. Next, it may be crossed specially. This 
will require the paying banker to make the 
payment through a bank. No bank will receive 
payment for notorious people. In case, howeverv 
payment is made, it may be recovered. If, over and 
above this, the term ‘Not Negotiable* is inserted 
within the crossing it offers a further protection^. 

Q. 101, What is the difference between a 
bill of exchange and a cheque ? Give various 
forms of crossings on cheques^ and explain why 
cheques are crossed. {V. P. 1933) 

A. For difference between a bill of exchange 
and a cheque please consult answer to Q. 89 on 
this topic. 

Various forms of crossings on cheques are as 
under : — 

(1) General Crosiings 
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* The answer to this question otn better be given by dis- 
cussing the salient points given in the answer to Q. 99 on 
this topic. 



GRia)IT 


215 


(2) Special Crostinga 

Forms Nos. 1, 3, 7, and 8 with the name of 
some bank within the crossings. 

Reason for crossing. Crossing indicates 
that the payment of the cheque is to be made 
by the paying banker not on the counter to the 
payee but through some bank. In case of spe- 
cial crossing the name of the bank through 
which the payment is to be made is also given. 
This is done in order to offer protection to the 
holder of a cheque. A banker will not collect 
a cheque for anybody and everybody. Mostly 
he will do it for his customer. Insertion of the 
term ‘Not Negi^tiable’ offers additional protec- 
tion to the holder.’*^ 

Q. 702. Explain deafly the functions of (a) 
a cheque, (6) a bill of exchange, and (c) a bank 
draft. Point out the significance of the term 
'netiotiabk instrument' {U. P. 1942) 

A, Functions of (a) a cheque. The follov/’ 
ing are the functions of a cheque 

(!' It provides a convenient method of pay- 
ment and does away with the necessity of hand- 
ling coins or notes. It is discharged by a bank. 

(2) It provides an evidence of payment which 
can belcalled, if necessary, in a court of law. 

(3) Being a negotiable instrument, it can be 
transferred by the holder in settlement of his own 
debt without the use of coins or notes. 

*A detailed answer to this question can be written with 
the help ot the answer to Q. 99 on this topic. 
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(4) It facilitates transfer of money from one 
place to another. If some amount is required to 
be paid in a different town, a cheque can be sent 
through post, and will be honoured on presenta- 
tion in some bank on the receipt of the informa- 
tion to the effect that the drawee bank has 
placed the amount to the credit of the collecting 
bank. 

(5) It supplements legal tender nuiney so long 
as it is not presented for payment in hard cash, 
and hence minimises price fluctuations. 

Functions of (b) a bill of exchange. The 

following are the functions of a bill of exchangi* : — 

(1) It provides a convenient and sife method 
of settling debts, as it does away with the neces- 
sity of sending coins or notes. It is generallv dis- 
charged through a bank. 

(2) It fixe.s the date of payment, and the 
creditor ran be sure of its payment on the due 

date. 

(3) It is a legal evidence of a debt, which ' tn 
be realised through a court of law. 

(4) Being a negotiable instrument, it can 
transferred by the holder in settlement of his own 
debt without the use of coins or notes 

(5) It enables the holder to obtain cash when- 
ever he wishes to do so, as he can get it dis- 
counted at a discounting house or bank at any 
time after its issue. 

(6) It gives the acceptor time to sell the goods 
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in consideration of the purchase of which it 
usually arises, and thus obtain necessary funds to 
pay it at the time of maturity. 

(7) It provides a convenient media of ex- 
change for settling foreign debts. 

(8) It supplements legal tender currency, and 
thus minimises price fluctuations. 

Functions of (c) a bank draft. ' The follow- 
ing are the functions of a bank draft 

(1) A bank draft is used for transference of 
money within a country and outside it. 

(2) It provides an evidence of pavment in far 
off places as well. 

(3) It economises the use of legal tender money 
and bullion, which would have been required in its 
absence. 

Significance of the term ^negotiable instru- 
ment.' The significance of the term ‘negotiable 
instrument’ is that the transferee of the same 
gets a good title from the transferrer even if his 
title is bad, provided he takes it in good faith, for 
a valuable consideration, and in a complete form. 
A cheque, a hill of exchange and a bank draft— 
all are negotiable instruments, i.e,, they can be 
easily transferred, as the transferee gets in their 
cases a good title to the instrument provided of 
course it cannot be proved that he had not taken 
it in good faith, or obtained it without a valu- 
able consideration or in an incomplete form. 

Q. 103, What is a ‘negotiable instrumenf ? 
Explain and contrast the advantages or disadvan- 
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iages of the understated crossings as used in 
connection with cheques 
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i4. Meaning of a negotiable instrument. 

A negotiable instrument means a cheque, a bill of 
exchange and a promissory note, in the case of the 
transference of which the transferee gets a good 
title to the instrument even if the transferer's title 
thereto is bad ; provided of course he obtains it 
in good faith, for a valuable consideration and in 
a complete form. 

Explanation of ‘not negotiable’ and ‘A/c 
Payee only’ crostingf. In case the term ‘not 
negotiable, is written within the crossings on the 
face of a cheque, it becomes not negotiable, e., 
the transferee receives the same title to the 
cheque from the transferrer as he has. This means 
that the title of the last payee of the cheque will 
not be better than that of the transferrer. In fact, 
no transferrer can pass a better title to the other 
than his own if the instrument in question has 
been made not negotiable. Under the circums- 
tances, the holder shall be able to claim the money 
back from the payee previous to him. 
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The insertion of the term ‘A /c Payee only* 
within the crossings on the face of a cheque 
means only that the collecting banker should in the case 

place the amount of the cheque to the credit of ot an a/c 

the pavee’s account after its collection, and not 
pay it to anybody at the counter. But there is amount is 
nothing to check the payee from withdrawing 
the money immediately after its having been 
placed to the credit of his account. payee's a/c. 

Advantages and disadvantages of the 
above crossings. From what has been said in 
connection with a not negotiable crossing, it is 
apparent that the true owner of the money con- in the case 

tained in the instrument under reference can of a not 

obtain it from the payee provided he is successful 
in proving that the party subsequent to him and amount can 
transferrer of the instrument had no good title to 
it. But this is not possible in the case of a ot*hcr"ca«, 

cheque bearing A/c Payee only crossing as the it cannot 

cheque is not thereby rendered not negotiable. 

As against this, it may be said that the true The tact of 

owner may be able to recover the amount more ^ 

easily in the latter case where there are greater moncyUi 

chances of its not having been withdrawn. But the case of 

this is only in theory. The cheque being a nego- 
liable instrument, unless and until it is made not only in 
negotiable, the payee cannot be debarred of his theory, 
claim to the money contained in it, 

Q. 104, On most printed credit slips Usued 
by bankers you will iind a request similar to the 
following, : ‘ Customers are requested to cross all 
cheques before paving them in,* What is the reason 
for this request 7 (bJ A customer of a branch bank 
asks for a draft of the branch upon its head office 
for Rs. 500 ; and requests the branch to make it 
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payable to bearer. Are there any objections to issvr 
ing such a drafts, and, if so, what are they ? 

iV. P.2941) 

A. (a) Cuttomert are requested to cross 
all cheques before paying them in. This 
request is made with a view to take advantage 
of the protection afforded to a collecting banker 
in case the title of the customer to the cheque 
proves defective. Sec. 131 of the Indian Nego- 
tiable Instruments Act lays down that ‘A banker 
who has in good faith and without negligence 
received payment for a customer of a cheque 
crossed generally or specially to himself sh ill not 
in case the title to the cheque proves detective 
incur any liability to the true owner of the cheque 
by reason only of having received such payment.’ 
If the cheque paid in is uncrossed, this protection 
is not available to the banker. He is then 
tieated by law only in the capacity of an agent 
to the customer, and hence his title depending 
upon that of the customer, he is held liable to 
the true owner of the cheque in case the title 
of the customer proves defective. 

It is also laid down with a view to avoid 
payment of the cheque in question to a wrong 
party. As is well-known, when cheques are sent 
for collection and deposit, they jiass through 
a number of hands. There arc the employees of 
the banks too. Any one of these may obtain the 
payment of the cheque or cheques in question for 
himself. But this is not possible, if they are 
crossed, as such cheques are required to be paid 
only to a bank, and in case they fall in the hands 
of an employee of the bank, they cannot be 
cashed for their own selves. 
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(6) A bank draft payable to bearer. Such 
a draft cannot be issued because Section 23 of 
the Indian Paper Currency Act (1923) of which 
the relevant portions still hold good prohibits the 
issue of private bills or notes payable to bearer 
on demand. It lays down as follows : *No person 
in British India shall draw, accept, make or issue 
any bill of exchange hundi, promissory note or 
engagement for the payment of money payable 
to bearer on demand, or borrow, owe or take up 
any sum or sums of money on the bills, hundis 
or notes payable to bearer on demand, of any 
such person ; provided that cheques or drafts 
|)ayable to bearer on demand or otherwise may 
be drawn on bankers, shroffs or agents by their 
customers or constituents in respect of deposits 
of money in the hands of those bankers, shroffs 
or agents and held by them at the credit and 
disposal of the persons drawing such cheques or 
drafts/ 

The draft under refereuce is to be both demand 
and bearer. But at the same time, it is not to 
be drawn on the bank by its customer for a sum 
held by the former. Quite contrary to this, it is 
to be drawn by a bank upon its own self. Hence 
it cannot be issued without contravening the pro- 
visions of the section referred to. 

Appendices 

I 

SHORT NOTES 

Acceptance, A bill of exchange after beings 
accepted by the drawee is known as an acceptance. 


Section IS 
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The act itself is also known as acceptance. The 
same may be signified either by simply signing 
one’s name across a bill or along with the word 
‘accepted*. In case the drawee does not agree to 
all the terms of the bill he may accept it condi- 
tionally by laying down the modification of the 
terms before signing. Such an acceptance is 
known as a Qualified Acceptance. 

Endorsement. Please refer to Endorse- 
ments in answer to Q. 90. 

Post-dated cheques. Cheques bearing future 
dates are known as post-dated cheques. These 
are not honoured by banks so long as the 
dates of the cheques do not arrive. 

Stale cheques. Cheques bearing dates of 
six months or more than six months back are 
known as state cheques. They are not honoured 
by banks. 

Letter of credit. A letter of credit is a letter 
issued by a banker in the name of another 
banker or his own correspondent authorising 
him to honour the drafts of a person or 
pay him to a certain extent according to the 
terms given therein. It also contains the direc- 
tion as to the way of indicating that he has done 
so and the method of re-imbursement. In case, 
it is written in the names of a number of persons 
it is termed as a circular letter of credit. 

Letters of credit may be of different forms. 
But two are the most important, viz., (1) a letter 
wherein one banker or merchant requests another 
jto hold a certain sum at the disposal of a third 
person, and (2) a letter wherein one banker re- 
quests another merchant to supply goods to a 
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third person to a certain extent and re- im burse 
himself by drawing a bill upon the said banker 
which he promises to honour. The former is 
known as the Personal Credit Letter or a Travel- 
lers* Facility Letter or 3, Travellers* Letter of Credit^ 
while the latter is known as a Commercial Credit 
Letter. In the case of a Travellers* Letter of 
Credit, money is usually deposited with the issuer, 
and in that of a Commercial Credit Letter it is 
promised to be paid to him before the due date 
of the bill. 

A Commercial Credit Letter may be revocable 
(unconfirmed) or irrevocable (confirmed). In case, 
it is a Revocable (unconfirmed) Letters of Credit^ 
the banker has got the right to revoke it at any 
time but generally what is done is to give a notice 
before doing so. In case, however, it is an Irre- 
vocable (confirmed) Letter of Credit^ once it is 
issued, it cannot be revoked except of course with 
the consent of the person in whose name it has 
been issued. 

Commercial Letters of Credit are needed spe- 
cially by merchants importing goods from foreign 
countries. These are sent along with the indent. 
When orders are placed by Indian merchants 
upon foreigners (in England or any other country) 
or by foreigners upon Indian merchants, importers 
are generally required to open what is known as a 
London Acceptance Credit, in which case some 
Accepting House or bank in London agrees to 
accept the importer’s bill on behalf of the exporter. 
Goods are exported by foreign merchants and 
bills are drawn on the bankers or merchants 
agreeing to accept them which is the same as 
issuing a letter of credit. Thereafter the exporters 
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get these bills discoanted with their own banks 
on the guarantee of the letters of credit or 
London Acceptance Credits which they hold 
from the Accepting Houses or banks and in which 
the latter undertake to accept and pay the said 
bills. Along with the bills are handed over the 
shipping documents connected with them, and 
on receipt of these the Accepting Houses or 
banks accept or pay the bills according as they 
are D/A or D/P. In case of D/A bills iDocu- 
ments against acceptance), bills are only accepted 
at the time of the delivery of the documents 
and in case of D/P bills (Documents against pay- 
ments), bills are paid. 

Letters of Credit may also be Revolving or say 
Running. In this case, the amounts for which 
they are originally issued are automatically re- 
newed from time to time as the bills under credit 
are issued or paid, for example, (1) if the amount 
is Rs. 1,000, and two bills of Rs. 500 each are 
drawn, as soon as any one of them matures and 
is paid a fresh bill or bills for or upto Rs. 500 
may again be drawn, (2) if the amount for one 
draft is Rs. 1,000 or less, and a draft for this or 
less than this amount is drawn, as soon as it 
matures and is paid, another draft for any amount 
but not exceeding Rs. 1,000 may again be drawn, 
and (3) if the amount of one draft to be issued 
is Rs. 1,000 or less and a draft for this amount is 
drawn, the credit is automatically renewed and 
another draft for this or less than this amount 
may again be drawn. 

Hundi. It is an instrument resembling a bill 
of exchange in its essentials. It has been in use 
in India for long, ft is written in various Indian 
languages. The phraseology of a hundi is 
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very interesting. It begins with a salutation and 
ends with a subscription and hence is in the 
form of a letter. [For a detailed description, 
please refer to the answer to Q. 88.] 

Acceptor. One who accepts a bill of exchange 
is known as an acceptqr. Generally, the acceptor 
of a bill of exchange is its drawee- In case he 
is somebody else, he is known as the acceptor for 
honour. In fact, the primary liability of a bill 
of exchange is that of an acceptor and he is 
ultimately liable for honouring it. 

Holder of a bill. The holder of a bill may 
be original payee named in the bill or any person 
to whom the bill has been endorsed by him or 
any other subsequent payee. Mere possession of 
a bill is not an attribute of a holder. He should, 
in fact, have the right to own it. Even if a bill 
is not in existence, say, if it has been burnt up, 
the party owning it prior to its having been 
burnt sht^li be deemed to be its holder. 

Payer for honour. One paying in discharge 
of a negotiable instrument in spite of his not being 
liable upon it in any way is known as a payer 
for honour. He may have paid it in order to save 
the honour of any of the p irties liable thereupon. 
A payer for honour has the right of recovering 
the amount of the instrument from the party for 
whose honour he has paid. 

Noting. The holder of a bill is required to 
present it to the drawee or the acceptor, as the 
case may be, after its having been dishonoured 
by him through a notary public who notes down 
the reason for dishonouring. Such a note must 
be made within a reasonable time after dishonour 
and must specify the date of dishonour, the rea- 

15 
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son, if any, assigned for such dishonour or, if the 
bill has not been expressly dishonoured, the 
reason why the holder treats it as dishonoured. 
The object ol doing this, is to have an official 
record of the refusal to honour the bill. 

Cheque crossed Not Negotiable. Please 
refer to the answ'er to this part of the Q. 99. 

Accommodation bills. These are the bills 
drawn and accepted for raising money in order 
to obtain finances for a temporary period bv 
discounting them with a banker. For instance, 
if A is in need of Rs. 500 for a period of 3 
nionths, he tnay draw an accommodation bill 
upon B whom he prevails upon to accept it, 
This, then, is discounted with a bank and the 
proceed is utilised in the way desired. Just be* 
fore the date of maturity A has to send the 
money to B in order to enable him to meet the 
bill. The proceeds may also be shared equally 
or in any other proportion between the drawer 
and the drawee, if both need accommodation. 
The drawer, in this case, has to send only his 
portion of the amount taken along with the pro- 
portionate charges for discounting. There is, 
however, nothing to distinguish an accommoda- 
tion bill from a genuine bill, neither is it illegal 
in any way. The drawee has to meet it, and 
in case the drawer does not make the |)ayment, 
he has a right to obtain it from him. 

Conditional acceptance. [Please refer to 
Acceptance.] A qualified acceptance may be of 
several types. It is conditional, if its payment 
is made dependent by the acceptor upon the 
happening of a particular event or upon the ful- 
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filment of a certain condition, e, g., accepted 
payable on the delivery of the railway receipt. 

Protest. A foreign bill requires to be protested 
under the laws of certain countries. Protest is 
a certificate granted by the Notary Public to the 
effect that the particular bill was presented to 
the drawee but was dishonoured. There is a 
certain form of this protest and this is to be 
adhered to. 

Allonge. When endorsements on a parti- 
cular cheque, bill of exchange or promissory note 
have become so numerous that there is no space 
left on its back for the holder of the same to 
make a further endorsement, he may affix to it 
a sheet of paper for doing so. The first endorse- 
ment is so made as to appear on both the instru- 
ment and the attached paper to ensure safety. 
This extra sheet of paper thus attached is known 
as Allonge, 

Acceptor for Honour. Please consult accep- 
tor. 

Negotiable Instrument. Please consult ans- 
wer to Q. 103 under this heading, 

I. O. U. In I. O. U. is a written acknow- 
ledgment of a debt due from one person to an- 
other ; so called because it commences with these 
letters which are substituted for the words ‘I 
owe you’ having the same sound. An I. O. U. 
bears the date, the name of the creditor, the 
amount of debt and the signature of the debtor. 
It does not require a stamp. It is not a negoti- 
able instrument. 

Treasury Bills. Short-term borrowings are 
made by Central and Provincial Governments 
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in the form of Treasury Bills. They are borrow- 
ings for not more than 12 months in any case. 
Tenders for Treasury Bills are invited every week 
by the Central Government and those offered at 
the lowest rate of interest are accepted to the 
extent required. The period for which they have 
to run is known as Usance, Interest on these 
bills is paid by means of issuing them at a 
discount. They are also issued, if necessary, 
within less than a week. Such bills are known as 
Intermediate Treasury Bills. 

Bank acceptances. Please consult Bank 
Bills in Q. 85. 

Jokhami Hundis. Please consult this head- 
ing in answer to Q. 88. 

Endorsement in blank. Please consult En- 
dorsement in the answer to Q. 90. 

Holder in due course. A holder in due 
course is a holder, who has taken a negotiable 
instrument, e, a cheque, a bill of exchange, 
and a promissory note — complete and regular 
on the face of it under following conditions : — 

(1) That he became its holder before it 
was overdue, and without notice that it had been 
])ieviously dishonoured, if it was dishonoured. 

(2) That he took it in good faith and in return 
(or seme consideration, and without any know- 
ledge as to any defect in the title of the party 
■negotiating it. 

He can sue in his own name and recover the 
amount due thereon. 
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Postal Order. This is an order from one 
post office upon another to pay a sum certain 
in money to the order of the person named there- 
in or to^ the bearer of the instrument. These 
may be British or Indian. British Postal Orders 
are drawn by one Indian postal office upon a 
British post office for sums varying from 6d. to 
21s. in multiples of 6d, There is a blank space 
on every postal order to affix stamps if fractions 
are involved, e* for remitting 7ct,, a postal 
order of 6d, with a stamp for Id, affixed on it 
shall have to be sent to the payee, who will 
obtain the amount from the particular post office 
named therein. The name of the post office is 
also filled in by the remitter. Indian Postal Orders 
are issued in denominations of annas eight, rupee 
one, rupees five and rupees ten only. A fee of 
anna one is charged per postal order whether 
British or Indian. 


II 

SUPPLEMENTARY QUESTIONS 

1. Define a Negotiable Instrument. Give 
standard forms for a (i) Cheque, (ii) Promissory 
Note, (iii) Bill of Exchange. (Raj\ Board), 

A negotiable instrument is one whose title of 
ownership passes by endorsement or mere deli- 
very, and a holder for value of the same has a 
right to retain it against the real owner even if 
it had been lost by or stolen from him. 

For a specimen form of a cheque please refer 
to the answer to Q. 93. 
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Specimen form of a Promissory Note 

Allahabad. 

September 29, 1940. 


Stamp gQQy. 

^ as. 


One month after date I promise to pay to 
Syt- Shiama Charan Avasthi, the sum of rupees 
five hundred, value received. 


Om Prakash. 

A specimen Bill of Exchange 

Calcutta. 

September 25, 1940. 


Stamp 
2 as. 


Rs. 1,000/- 


Three months after date, pay to us or our 
order the sum of rupees one thousand only, value 
received. 


Sheo Nath Ram Das. 

2, What are the respective liabilities of the 
drawer, acceptor and endorsers of a bill of ex- 
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change, when the bill is accepted (a) for value, 
and (h) for the accomniodation of the drawer ? 

This question can be solved with the help 
of answer to Q. 86 and short note on accom- 
modation bills. 

3. A has an account with the X Bank Ltd. 
A thief steals his cheque book and also a cheque 
payable to his order and drawn on the X Bank, 
The Bank, in good faith and having carefully 
examined the signatures, pays money (a) on a 
cheque appearing to have been drawn by A, 
though his signature is forged, and (fo) on the 
cheque payable to his order, though the endorse- 
ment IS forged. What are the rights of A ? 

(Rajptitana) 

The rights of A in case of (a ) — A banker is 
required to make payment only on receipt of an 
order from his customer. In case he does it 
otherwise, he has no right to debit his account 
There is, however, one exception, and it is where 
forgery is due to the negligence imputable to the 
customer. It may be said that in this case the 
customer was negligent as be did not keep the 
cheque book safely. But the mere fact that it 
was stolen does not go to prove that it was ]<ept 
in an unsafe place. The thieves can do wonders. 
It is also a matter of opinion whether merely 
keeping of a cheque book in an unsafe place 
constitutes negligence imputable to the customer 
or not. The customer is, however, exjiected to 
inform the bank of the theft of the cheque-book as 
soon as he knows of it. But as it is not clear 
from the facts before us that it was so, nothing 
can be said with certainty. We may, however, 
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say that under normal circumstances. A has got 
the right to refuse the payment under reference. 

The rights of A in case of (6) — A banker is 
prevented against payment on a forged endorse- 
ment, if he makes it in good faith, and after 
having examined it. [Please refer to the parti- 
cular section bestowing this right upon him as 
given in the answer to Q. 90.] It can, there- 
fore, be said that A has no right to refuse the 
pa^^ment under reference. 
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BANKS 

' THEIR DEPIN ITION— FUNCTIONS— XINDS- 
SOURCES— INVESTMENTS— ITEMS OF EXPENSES 
AND GAINS— BALANCE SHEET.] 

0. 105. Explain the relations between the 
banker and the customer with reference to the 
different types of bank accounts. 

{Calcutta 1937) 

A. Relation between the banker and 
the customer with reference to^current 

a/c. The relation between the banker and the 
customer with reference to current a/c is that {hatofa'* 
of a debtor and creditor. But sometimes the debtor and 
banker may grant a loan to his customer or allow creditor and. 
him to over-draw his account. In that case, he 
may become a creditor, and the customer a debtor. 

The money deposited with a banker or given by 
him to the customer is not required to be held 
in trust. There are, however, cases where a 
banker is placed in the position of a trustee. 

Supposing, a remittance is sent to a banker with 
instructions to purchase shares in a certain com- 
pany and the bank buys some shares, but before 
completing the rest of the purchase, it fails, it 
stands in the position of a trustee to the remitter, 
and, therefore, must return the entire unspent 
I balance to him. This must, of course, be distin- 
I ijuished from a case where a person has got an 
iccount with a banker and asks the latter to buy 
certain securities out of the money which the 
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Trustee 
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(iv) Obliga- 
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privileges. 


former agrees to do, but fails before doing so. 
The agreement does not make the banker trustee 
for the amount in deposit. If a banker receive.^ 
cheques and bills, etc., from his customer for 
collection, their proceeds unless something is 
settled between them to contrary, are not to be 
held in trust but to be treated as a debt. 

This relationship has got certain peculiarities. 
When a banker accepts a deposit from a customei , 
he can repay it only on his request, and not on 
his own initiative as is possible in the case of an 
ordinary borrowing. The customer can, however, 
if he has borrowed money from his banker either 
in the form of an overdraft or cash credit or loan, 
return the money whenever he likes to do so. 
The ordinary statute of limitations can also not 
be applied to balances in the accounts which have 
remained dormant for more than three years in 
India and six years in England. Besides, the 
banker enters into an implied contract to ref)ay 
the amount in the manner directed by the custo- 
mer. The usual instrument employed by the custo- 
mer for his directions is the cheque. If a banker 
pays awa) any amount against the directions 
contained therein, either through fraud misrepre- 
sentation or an error, he is held liable for it to his 
customer. Exception must be made in those 
cases where he is protected by law. The banker 
cannot dishonour his customer*s cheques except 
under certain cases. He is also bound to maintain 
perfect secrecy as regards the accounts except 
on reasonable and proper occasions. 

The banker is liable to make payments ordi- 
narily only on the basis of cheques. He has no 
obligation to honour a domiciled bill unless and 
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until this obligation is expressed or implied in 
any way. 

Relation between the banker and the 
customer with reference to deposit or 
savings bank account. In the case of a deposit 
or savings bank account as well the relation bet- 
ween the banker and the customer is that of a 
debtor and creditor. It may, however, be 
noted that in either of these cases, the relation 
between them cannot be reversed as is possible 
in the case of a current account when it is allowed 
to be overdrawn : Besides, the peculiarities of 
the relationship in the case of a current account 
may not be found in this case. Money cannot be 
withdrawn whenever desired. This can only be 
done under certain prescribed rules. 

Agency relationship. In all cases, when a 
banker makes payment on the order of his custo- 
mer, whether it be in the form of a cheque or 
bill domiciled to him, he acts as an agent, and 
as such is responsible to his principal, the custo- 
mer for all the acts done by him. Any breach 
either through error or negligence renders him 
liable in the same way as it renders an agent to 
his principal. He has, however, been » given a 
special protection against payment on forged 
endorsements. 

We know that a banker also collects his cus- 
tomers’ cheques, bills of exchange, promissory 
notes, coupons, dividend warrants, subscriptions, 
rents, income tax, insurance premia, and other 
periodical receipts. He purchases and sells on 
his behalf shares, stocks, debentures and bonds, 
etc. In all these cases, and in sundry others, his 
relationship with his customer is again that of 
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Privileges 
and obliga- 
tions as a 
trustee. 


an agent and principal, and as such all the rights 
and obligations between them are governed by- 
rules relating to agency. There is, of course one 
exception, and it is in connection with the collec- 
tion of a crossed cheque. 

Trust relationship. A banker stands in 
the relationship of a trustee also to his customer. 
An example of this was given in the very beginning 
of this answer. Besides, a banker receives also 
his customers’ valuables, ornaments and jewels, 
documents and deeds, etc. for safe custody. When 
he receives these without making any charge for 
the service, he stands in the position of a gratui- 
tous bailee, and incurs liability only for loss 
caused through gross negligence. But in case, 
he makes a charge for it, he stands in the position 
of a paid bailee and would be liable for ordinary 
negligence also. This is, in accordance with 
English law. Indian law does not make any 
distinction. According to it, a bailee has to take 
as much care of the goods bailed to him as a man 
of ordinary prudence would, under similar cir- 
cumstances take of his own goods of the same 
bulk, quality and value as the goods bailed, and 
in case this has been done, he is in the absence of 
any special contract not responsible for the 
loss, destruction or deterioration of the thing 
bailed. But this protection does not extend to 
a wrongful delivery. Then, sometimes, certain 
instruments of credit are handed to a banker not 
only for safe custody but also for the purpose 
of collecting interest, dividend or the instruments 
themselves when they fall due. In these cases, 
he can also exercise the right of his general 
lien on them for any debt due to him by his 
customer. 
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Special relationships. There are certain 
special relationships between a banker and his 
customer, and out of these arise special liabilities 
of the former in dealings with the latter. A 
banker must not pay the cheques of a bankrupt 
customer. He should not open or carry on an 
account with an undischarged bankrupt. On a 
notice of the death of a customer, the banker 
should stop payment of his cheques. A banker 
should not also make payment of a lunatic cus- 
tomer. He must also take caie in dealings with 
a minor customer. Care should also be exercised 
in dealings with trustees, employees and agents. 
In dealings with an undivided joint Hindu family 
firm, the banker must see that the cheques are 
signed by the managing member, known as karta^ 
and generally the eldest male member of the 
family, as he alone has the capacity in law to 
enter into contracts, etc. on behalf of the joint 
family firm. This is quite different from what 
is the case with a partnership firm, where every 
partner unless there is an agreement to the con- 
trary ha . an equal right. 

Q, 106, * Banks deal in credit' Explain and 
amplify the stalemenL (U, P. 1931) 

A. Introduction. To what ever function 
of a bank we look, we find it nothing but a deal- 
ing in credit. It may be a purchase or sale for 
money or only a mutual e.xchange, as we shall pre- 
sently see. 

Receipt of Deposit. When a banker re- 
ceives deposit, he sells his credit for money. The 
customer is allowed to use the banker’s credit — 
viz,, the cheque he pays in, as he knows that he 
receives a right to use cheques. In a number of 
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cases, the customer is also allowed to withdraw 
even without his haying deposited money in 
advance. This is because he has credit. The 
banker in such a case, relying upon the credit of 
the customer allows him to use his credit instead. 
This is nothing but exchange of mutual credit. 
The customer here exchanges bank’s credit for 
his own, for he knows that the former has a 
greater range of acceptability than the latter. A 
considerable part of the deposits of modern banks 
arise in this way. 

Discounting. Bankers discount bills. Here- 
in they purchase commercial credit for ready 
money. Sometimes they allow the holder to 
draw cheques. This is again merely exchange 
of mutual credit. If and when they rediscount 
them with the central bank, they again deal in 
credit. 

Advances. When a banker advances money 
he does so because he has confidence in the 
debtor’s integrity. He purchases his credit for 
ready money. If he pays actually in cash ; or 
else he exchanges it for his own in case he allows 
him to withdraw whenever he likes. 

Bank acceptances. Sometimes customers 
are allowed to draw bills on banks, which accept 
them. Bank acceptances can be more easily 
discounted in money markets than mercantile 
acceptances. The drawers get money by discount- 
ing such bills, and banks in this way, by exchang- 
ing mutually their own credit with that of their 
customers, make the funds available to them. 

Issue of Drafts etc. They also issue drafts, 
letters of credit, etc., for the transference of 
money. This is also dealing in credit. The 
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customer relying upon the credit of the bank 
gives it money, and the bank’s credit is honoured 
everywhere. These drafts and letters may also 
be foreign. 

Investment. Banks invest money in Govern- 
ment and certain other kinds of securities. These 
are nothing but credit instruments, and when a 
bank purchases them, it deals in credit. Most 
of the funds of our banks are investments in 
this way, 

Q. 107, Discuss the principal functions of a 
hanker. Point out in this connection the relative 
importance of each. (U, P. 1932) 

A. Principal functions. The principal 
functions of a banker are five to receive 

deposits of money ; (2) to discount bills of ex- 
change and promissory notes ; (3) to grant loans ; 
(4) to act as agents for customers for collection 
of dividends, bills, cheques, etc., and for payment 
of annuities, premiums, etc. ^ (5) to transfer 
money from one place to another. 

Sometimes back, issue of notes was a very 
important function. But in most countries it is 
now restricted to central banks. 

Deposits. The bank receives large sums of 
money by way of deposits of different kinds, the 
most important of them being current and fixed. 
When money is received on current account, the 
depositor is allowed to withdraw whole or part 
whenever he likes. In case, however, it is re- 
ceived on fixed deposit account, withdrawal is 
not allowed before the expiry of a fixed period. 
From this, it appears that money received on 
fixed deposit accounts is more important from a 
banker’s point of view than money received 
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c£i/i/7ot A’ used* But in fuct this Js not so, 
Deposits on current accounts are also very /mpor* 
tant, and perhaps most important. They form 
a considerable portion of the total deposits, and 
the banker has learnt by experience that demand 
for their withdrawal at any one time is often 
very much limited —so much so that it can be met 
out of daily receipts. Even then he keeps some 
portion of it alwa3^s in hand with a view to meet 
emergency. The rest, it supplies to others. This 
provides for the main source of its income. 

Discounting. The banks discount bills of 
exchange and promissory notes. When they do 
so they buy a right due at a fixed future timu, 
and give in return money or a right to 
demand it immediately. This business is very 
important. From banker’s point of view, it 
is important because it ensures stability of value, 
certainty of payment on due date, employment 
of funds for a definite period, and possibility of 
conversion into cash at pleasure by rediscount- 
ing the bills with the central bank. From mer- 
chant*s point of view, it is important because it 
enables him to replenish his stock immediately 
after the sale. 

Granting of loans. This may take several 
forms—overdrafts, loans on promissory notes, 
personal loans, and cash credits. The time for 
which such loans are granted is usually short- 
ranging from three to six months. The loans so 
obtained by the customers are usually not taken 
immediately but are left with the bank in their 
current accounts to be subsequently withdrawn 
as and when required. They swell the deposits 
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of the bank— so much so that 90% of the depo- 
sits in Great Britain are such deposits. In fact, 
the enormous amount that the banks lend is 
made possible only because they know that most 
of them will not be withdrawn in cash. 

Acting as agents for customers. Bankers Creation of 
act as agents for their customers for collection 
of dividends, bills, cheques etc., and for payment 
of annuities, premiums, etc. These are impor- 
tant inasmuch as they increase the banker’s de- 
posit. When dividends, bill, and cheques are 
collected, deposits increase, while, on the other 
hand, payment is made possible only by trans- 
ference of amount from one account into an- 
other. 

Tranif erring money from one place to 
another. The business of transferring money 
from vine place to another is also important. 

Bankers earn profit here for doing practically ks nature, 
nothing. They only advise their branches and 
correspondents of the transfers, and accounts are 
settled mutually. This also increases deposits. 

Payees do not generally withdraw money in cash. Oeationof 
Again, they can be utilised at least for the period 
of transmission. 

Q. 108, What are the various ways in 
which a hank deposits arise ? Do they represent 
actual cash deposited by the customers r How 
does a bank lend more than the actual cash de- 
posited with it ? (U, P. 1940) 

A, A bank’s deposits arise in different 
ways. The first and most important of these is Cash 
deposit by receipt of cash. Those who have deposits, 
surplus inoney with them keep it with banks. If 
they think that they would need it in a near 

16 
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future, they deposit in what is known as current 
account. If, however, they feel that they would 
not require it for a deiinitc period, they keep 
it in iixed deposit account. 

Bank deposits also arise out of loans. When 
anybody takes a loan, mostly he gets it on the 
understanding that he is not to receive it in 
cash. The whole money is placed to the credit 
of his account and he issues cheques to the 
maximum extent for sums he requires. These 
cheques in tlieir turn pass through the clearing 
house system, and accounts are settled sim[)ly 
by book entries. 

They also arise when bills are discounted. 
The amount of the bill discounted is usually 
[)laced to the credit of tlie customer. This 
swells the bank’s deposits. They are very im- 
portant in Western countries. 

Banks also receive, deposits when they un- 
dertake to collect bills, cheques, and such other 
documents for their customers. They credit 
the customer’s account with the proceeds of 
these documents. Insurance companies em- 
power banks to receive premium on their behalf. 
Every receipt of the same increases bank depo- 
sit to that extent. In some cases, they are un- 
der obligation to keep some balance to their 
credit. 

When people want to transfer money from 
one place to another, they deposit it with banks. 
For every bank draft or letter of credit issued, 
the bank’s deposit increases. The transferrer de- 
posits money in the first instance. Again, the 
transferee also usually does not draw it in cash. 
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He leaves it with the bank to be drawn as and 
when required. 

Conclusion. From the above it is clear 
that all deposits do not represent actual cash de- 
posited by customers. In fact, in Western coun- 
tries only 10% of the deposits represent actual 
cash received, 90% of them arise only out of 
book entries. This percentage differs from place 
to place. The larger the practice to use cheques 
the larger is the percentage of deposits arising 
out of book entries. 

Banks lend more than what they possess. 

A bank is enabled to lend more— several times 
more— than the actual money in hand as it 
knows that ready cash will not be withdrawn 
in many cases. Let us take an illustration. 
Suppose a customer has deposited Rs. 10,000 
with a bank in actual cash. The bank, knowing 
that all the cash will not be demanded at one 
time or whatever demand is made will be more 
than offset by new deposits, can utilise Rs. 10,000 
cash for creating more deposits. It leaves, say, 
Rs. 1,000 for meeting the demand in connection 
with this particular deposit, and the rest 
Rs. 9,000, it utilises for giving loans and advances 
and discounting bills. It does this not only to 
the extent of Rs. 9,000 but say, to the extent 
of Rs. 40,000 because even for the advances 
made and bills discounted, it is not required to 
pay in cash. Instead, customer’s accounts are 
credited. The bank’s liability thus increases to 
Rs. 50,000, while it has got cash in hand only 
to the extent of Rs. 10,000. The balance is 
represented on the assets side, by the terms ‘bills* 
and ‘loans and advances’. 
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Q. 709. Show the relation between a bank's 
loans and its deposits. How far is a deposit 
created against a loan similar to issue of notes ? 

(U. P. 1936) 

A. Relation between a Bank’s loans and 
its deposits. There is a very close relation 
between a bank’s loans and its deposits. Firstly, 
its capacity to grant loans is determined by the 
actual cash deposited with it. The ratio between 
the amount of cash which it holds and the amount 
of loan which it can advance depends upon va- 
rious factors. The most important of these is 
the habit of the people. If they are accustomed 
to make payment by cheques, difference between 
the cash in hand and the amount lent may be 
very great. While on the other hand, if they 
usually make payment in actual cash, it is very 
limited. It payments are made by cheques, the 
bank is not required to give cash for all of them. 
A considerable number is settled through the 
clearing house. As English people use cheques 
for almost all payments, loaning capacity of Eng- 
lish banks is about 10 times of the cash deposit 
in their hands. As a remarkable contrast to this, 
we have the banks of our own country. Here 
most of the payments are made in cash and hence 
the banks have always to keep a high percentage 
of reserve. Thus, they generally do not advance 
more than 4 or 5 times of what they have in 
cash with them. Again, it also depends upon the 
availability of assets capable of being realised as 
soon as there is a demand for cash. In Wes- 
tern countries bills are available to a very great 
extent. London is a world market for them, and 
hence a considerable part of the assets of the 
London banks comprises of these. They can be 
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rediscounted with the central bank. In our 
country there is a shortage of the supply of bills 
due to certain obvious reasons. Th ; n, political 
and economic conditions also determine the 
ratio. During the period of distrust, a greater 
percentage is required to be kept in cash. 

Next, amount of deposits depends upon the 
loan and discount policy of the banks. In case 
they charge a low rate of interest and are liberal 
in making advances and discounting bills, depo- 
sits increase. They usually grant credit on the 
understanding that the amount is not to be with- 
drawn in cash. What is done is that it is placed 
to the credit of the customer who issues cheques 
whenever he has to make payments. These 
cheques pass through clearing house, and as we 
have seen are oiEfset there. Indian banks are 
not liberal in granting loans. They demand se- 
curities for all the loans, and as these are not 
available, the amount that they lend is very 
small. In U. K. and U. S. A. much of the credit 
is granted against bills. A considerable portion 
is also granted against personal security. In 
our country, bills are not available and banks 
do not grant credit on personal security. As a 
result of this policy, their deposits are also very 
limited. 

Q. 110. Describe the various methods in 
which a hanker employs his resources. (U. P. 1932) 

A. Employment of resources require use 
of brain. Success of banking lies in the way 
a banker employs his resources. He may at any 
time be asked to pay in cash. This necessitates 
his being always in liquid position. But on the 
other hand, he must also earn money to distri- 
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bute dividends. Thus, he has to perform a dual 
task which is really difficult, if not impossible. 
He can, however, do it, if he allocates his funds 
over diversiSed investments and loans, besides 
maintaining a cash reserve^ in such a way as to 
keep him always into repletion of funds. In 

order to gain this, he has to keep in mind cer- 
tain well-known principles of banking. Firstly, 
he must marshaU ^ in such a way 

that they fall due in a steady succession and 
enable him to tide over any occasional difficulty. 
Then, he must not keep too many eggs in one 
basket. If he loans out his money to one cus- 
tomer or to a particular class of customers, it 
is possible that he may lose the whole of it, 
or may not be at least able to realise it for some- 
time. In case, however, his investments are dis- 
tributed over a wide field, there is no such 
danger. Again, he must not lodge up his large 
sums for long periods in real estates. There are 
not easily realizable and may be useless for him 
when he needs funds aty his command. He 
should generally advance funds on the security 
of bills. Government paper, Railway Debentures 
and such other securities capable of being easily 
realisable may also be held. He must, however, 
keep always ample cash in hand. How much 
case is ample is again a question difficult to 
answer. The reserve should be based upon a 
number of considerations. These jvary in the 
case of banks belonging to different countries— 
nay in the caselof each bank of the same coun- 
try and also in the case of the same bank from 
time to time. 

We have, in short, laid down some of the 
general principles which guide the bankers to 
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employ their resources. Now, we shall see how 
they actually employ them. 

Two forms of uses. Generally, the banker 
puts his resources to two forms of uses, viz., the 
profitable and the non-profitab/e. First of all he 
has to provide for buildings, furniture and fittings 
etc. These must suit the conveniences of the 
customers and the requirements of th;j banking 
business, e. g., the building must be so carefully 
constructed as to hold money without fear of 
burglary and fire, etc. They cost a huge amount. 
All these provisions are collectively spoken of as 
dead stock. 

Another non*profitable use of a bank’s resour- 
ces is found in the maintenance of cash reserve. 
Its necessity has been already explained. In 
fact, this forms the first line of defence in case 
of a run upon the bank. It wards off bank- 
ruptcy. 

The above non-profitable uses do not really 
comprise banking business. In fact, a banker 
must use his resources profitably in order to 
justify his existence. This, then, brings us to 
his employment of the remaining of the resour- 
ces in other channels. These are very many and 
differ in character. 

First of all, we have what is known as money 
lent on short notice. This is lent to bill-brokers, 
stock exchange brokers, and discount houses. 
These have to deposit high class securities to 
cover the loans. The rate of interest charged 
on this loan is very low as it can be called within 
twenty-four hours. But the yield is not insigni- 
ficant. It may appear at the first instance that 
this money cannot be of much use to the borro- 
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wers as they cannot use it with certainty for the 
fear of being called away to pay it up all at once. 
But this is not true. A shrewd operator might 
earn a good deal even in the course of a single 
day’s use of money. It is also very important 
from banker s point of view. Coupled with a 
good yield, it also provides him as a second line of 
defence, for the securities lodged with him can 
be easily realised in cases of default. There is, 
however, at certain times, felt considerable diffi- 
culty in their realisation, and hence they cannot 
do away with the necessity of maintaining ade- 
quate cash reserves. 

Then, the bank also gives loans and advances 
for long periods too. Generally, these long 
periods range from three months to nine months. 
Such loans may take the form of either overdrafts 
or loans on promissory notes, or personal loans 
or cash credits. It should, however, be always 
borne in mind by a banker while making these 
advances that he has to be well on guard lest he 
might lose the money. 

The third form of employment is in the shape 
of discounting bills of exchange. The points 
in favour of discounting are many. Firstly, the 
value of the bills is stable. Then, there is a 
certainty of payment on due date. Again, funds 
can be distributed in such a manner as to fall 
due successively. Finally, they are convertible 
at pleasure, as they can be rediscounted at the 
central bank. 

Bankers also accept bills on behalf of their 
customers. While doing so they are not required 
to make payment immediately. In fact, they 
get the money from the customers before siich 
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bills fall due. Again, there is no risk to them, 
as they do it only after throughly ascertaining 
the customer's standing and resources. Then, 
they hold securities which they can realise, if 
necessary. 

Finally, bankers purchase securities in the 
open market. These are gilt-edged or such others 
as are near to gilt-edged. While investing money 
in this way, two points should never be lost sight 
of. Firstly, that they must be easily saleable 
in the market, and secondly, that they must 
be stable in value. Speculative securities are 
not good for a bank. 

Q, 111. Describe the different methods in 
which a banker employs his resources. What do 
f/oa consider as the liquid resources of a bank. 

{U. P.1941) 

A, This question can be solved with the help 
of the answer to the previous question. 

(). IV^. Discuss the various methods employed 
by hanks for the investment of their funds. 

What considerations shouldg uide them in the 
investment of their available funds ? (U, P, 1980) 

A. For answer of this question please con- 
sult answer to Q. 110. 

Q, 118. Explain discounting of bills. 

What precautions should a banker take in 
discounting bills of exchange f 

{U. P. 1988) 

A. Discounting of bills. Discounting of 
bills by banks means paying their present worth. 
In discounting, a banker charges the profit at the 
time of advance. In many cases the net amount 
of the bill is also left with him. So, in such 
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cases, he earns even without paying anything. 
Cheques are, later on, drawn upon him. These, 
however, pass through the usual course, and are 
either credited to the holder’s account or offset 
through the clearing house system. 

Precautions necessary. But there is also 
a considerable risk in this kind of business. The 
bank, therefore, must take all possible precautions 
before discounting a bill. Firstly, it must as- 
certain as to its genuineness. Besides the trade 
bills that arise out of trade transactions, there 
are also drawn accommodation bills. It is really 
very difficult to distinguish between them. But 
the banker can find out something provided he 
exercises his minute judgment. An accommoda- 
tion bill does not represent any tangible form of 
goods, and in case of dishonour, may even prove 
a loss to the banker, A genuine bill is, on the 
other hand, backed by goods and thus the 
chances of loss are minimised. The acceptor 
has, after all, a real strength to honour it. There 
are bills of other kinds too, but in their case also 
the risk is not so great. 

Next, the banker should see that the bill is 
complete in every way. It must be drawn, 
accepted, and endorsed in the regular and pro- 
per manner. He must also satisfy himself to 
the effect that the title of the holder is not de- 
fective in any way. The business career of the 
various parties to a bill should carefully be 
scrutinized. A thorough enquiry will reveal if 
there is anything wrong. 

The bill portfolio of a bank should be evenly 
distributed both from the point of view of trade 
and period. Even distribution from the point 
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of view of trade means distribution of the whole 
business over a number of trades. If too many 
bills of a particular trade are discounted, in case 
there is a setback to this trade, the banker is 
likely to lose a considerable amount. While if 
bills of several trades have been discounted, set- 
back to a particular trade will affect the bill relat- 
ing to only that trade. Then, all the bills should 
not fall due at one time. They should be so 
discounted that they may fall due in successive 
order. He can make an arrangement which 
will enable him to tide over any occasional 
difficulty. 

Q, 114, Explain discounting of bills. In 
discounting bills for a customer what are the 
points to he considered ? (U, P, 1941) 

A, An answer to this question can be given 
with the help of the answer to the last question. 

Q, 115. Explain clearly the discounting and 
rediscounting operations of banks. Why is the 
discounting of hills so popular with hanks ? 

(U. P. 1939). 

A, Discounting operations. Herein all that 
i s contained in the first para of the answer to 
Q. 113, has to be repeated. 

Rediscounting operations. Rediscount- 
ing operations of banks, on the other hand, mean 
obtaining by them present worth of the bills 
from the central bank. The central bank does 
not usually discount the bills of the merchants 
directly. It generally insists upon the signature 
of at least one bank. So, bills are normally dis- 
counted with the banks. These banks, when 
they are short of funds, get their bills rediscoun- 
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ted with the central bank. When a bill is dis- 
counted with a bank, it obtains all the rights 
upon it. Discounting is different from pledge 
inasmuch as under the former, the bank acquires 
the right to sell or negotiate the bill, while under 
the latter, it cannot do so without giving prior 
notice. 

Causes of the popularity of discounting. 

From the above discussion it must have become 
clear why discounting is so popular with banks. 
First of all, we have seen that thev get profit 
in advance and in many cases even without being 
called to hand over the net amount. Again, 
they can be rediscounted with the central bank 
if there is shortage of funds. This is very im- 
portant. Banks may be called upon to meet 
very heavy demands at any time. If they are 
unable to meet them out of their cash resources, 
they must make arrangement to liquidate other 
assets. They can call back the money lent on 
call or short notice, but there may arise some 
difficulty in it. Loans to customers cannot at 
all be called up. A call for them arouses un- 
necessary suspicion. In fact, nothing should be 
done at such occasions to alleviate public confi- 
dence. Securities are also not easily saleable 
under the circumstances. Rediscounting, how- 
ever, provides a good source for getting money. 
Central banks have power to issue currency 
against bills and they are always prepared to 
help other banks by rediscounting their bills. 
Then, there is stability of value of the bills. 
Securities may fall in value. In their case, how- 
ever. the banks are assured of getting the face 
value. There is also certainty of their payment 
on due date. Moneys lent on other accounts 
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may not be repaid when they are due. But 
bills must be honoured on their due date. Even 
if the acceptor fails to honour, there is the 
drawer, and in case of his failure too any of the 
endorsers may be called upon to make the pay- 
ment. Bills have different tenures to run, and 
banks can easily strengthen [their cash reserves by 
so arranging their stock of bills that they may 
fall conveniently due, to meet all possible periodic 
drains, 

Q. no. What part does the discounting of 
hills of exchan<je play in the financing of com^ 
tnerce and industry ? (U. P. 1932) 

A. Introductioo, Discounting of bills plays 
a very important part in the financing of com- 
merce and industry. 

It plays an important part. The present 
day commerce is carried on mostly what is known 
as the credit system. The sellers have to sell 
goods on credit, and as soon as they have sold 
them, they must replenish their stock. No doubt, 
they in their turn also purchase on credit. But 
they keep stock with them, and in many cases 
they are required to make payment of the pur- 
chase price of the goods before the credit granted 
to their purchasers terminates. Under the circums- 
tances, if they have bills with them and in case 
these are discounted they obtain the necessary 
funds. This, therefore, enables the merchants 
to replenish their stock. This sort of advan- 
tage is derived by all classes of merchants from 
wholesilers to retailors including all inter- 
mediaries. In fact, movement of all merchandise 
is much facilitated by this procedure. This is 
not only true of manufactured goods, but also of 
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the agricultural goods. In countries, where use 
of bills is very common and they can be easily 
discounted, trade has highly developed. But, 
unfortunately in our own country it is not so. 
We have a very limited use of bills. Hundis, 
which are to all intents and purposes equivalent 
to bills, are also not very popular these days. 
Again, there is difficulty in discounting what- 
ever bills or hundis we have, due to various short- 
comings of our banking system. It is hoped that 
these will be gradually removed by the Reserve 
Bank of India. 

Industries are also financed in this way. 
Firstly, manufacturers have to grant credit to 
the wholesalers, and when they have sold the 
finished stock, they must replenish it. This, 
they do by discounting bills accepted by the 
wholesalers. Again, they get credit from the 
suppliers of raw materials also as these in their 
turn can arrange to be financed by discounting 
the bills accepted by the manufacturers. Dis- 
counting can, however, provide funds dor only 
short periods or, say, a part of the circulating 
capital of the industries. This also finances 
agricultural industry. In America, a kind of 
bill known as anticipatory bills is commonly used 
for this purpose. It is drawn on the basis of 
prospective property of a crop. In short, it is 
mortgaged by means of such a bill which is 
primarily intended to procure funds to meet the 
current outlay. In India also, use of such bills 
has been recommended. They will surely go a 
long way to help the agriculturists. 

Q. Il7. In what different forms can a busi- 
nessman get credit from a bank f Explain these 
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formSy pointing out the difference between them. 

(U. P.1938) 

A. Different forma. There are various 
forms in which a businessman can get credit 
from a bank. First of all, we have overdraft. 
In case, he has a current account with the bank, 
he may approach it to allow to draw beyond his 
credit balance. In fact, this is the literal meaning 
of overdraft. It is designed to accommodate 
well'known customers in excess of their deposits. 
The agreement, as to the extent to which a cus- 
tomer needs such accommodation is made at the 
outset. This accommodation is granted on the 
strength of some security deposited with the 
hank to cover the overdraft. The interest is 
charged on the daily balance standing to the 
debit of the customer, calculations being made 
half-yearly. The banker, under such circums- 
tances, enjoys a general lien upon securities 
deposited with him and in cases of default re- 
covers money by effecting a sale. This business 
is, however, not done to any considerable extent 
in India. 

Then, there is loan on promissory notes. 
These serve as securities, If the borrower is of 
good standing, a promissory note bearing his 
signature alone is quite sufficient. The general 
practice is, however, to demand a joint and several 
promissory note. In this case, the bank has the 
right to demand money from any of the signa- 
tories severally or from all or any number of 
them combined. Because of this characteristic 
of the kind of loans, it is very safe. Interest is 
charged on such loans on full amount from the 
date loan is granted till the date it is paid back. 
Overdraft is from this point of view, preferable 
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to this form of loan or others which will be dis- 
cussed hereafter. But in order to counter-balance 
the difference, banks generally charge a higher 
rate of interest on overdrafts than on loans of 
other kinds. 

Banks also grant personal loans to their cus- 
tomers on the strength of their personal character, 
and record of their business success. A bank 
may possess very few customers of this type. 
To refuse them credit on their personal seciir’t^ 
may be harmful to the hank. It may cause th^ir 
displeasure or resentment which in its turn may 
result in losing their patronage. 

There is also cash credit system. It has played 
a very important [)art in the commercial develop- 
ment of Scotland. There it is available to all, 
poor or rich, to youngmen commencing business 
and to established businessmen, industrial istb and 
agriculturists. It is created when bank agrees on 
receiving sufficient guarantee to open or create 
credit to a certain amount in favour of respectable 
or trust-worthy persons. Everyman in business 
needs cash, and hence he must some of n 

always in hand. But money in “^nd is idle 
money. If bank is ready to supply businessman 
with cash whenever he needs it, he does not 
require idle money to be kept with him. It is 
employed to more profitable uses. In India also, 
cash credit system is becoming very popular. 
Bankers create credit against granaries or other 
stocks of goods. 

Loans can also be obtained on the basis of 
collateral securities. The bulk of the loans is 
advanced in this form. In this case, loans are 
rtjade by bank? on the pledge of property or title 
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to the property which can be sold by the bank 
if the loan is not paid back. Here, the bank 
does rely the promise but over and 

above it keeps in its possession actual property 
or title to it which it has the right to sell in the 
event of default. In this connection, the nature 
of property is very important. Mortgage of real 
estate is the worst form of security. It cannot 
be easily sold Agent, its value is no testable. Gilt- 
edged securities are very safe. 

Beside the above forms of loans, we have also 
got discounting of bills. This is very popular 
with banks. Businessmen also have no difficulty. 
In fact, it is more convenient for them as well. 
They sell goods on credit and draw for it a bill of 
exchange. This, they can discount at any time 
by paying a small amount by way of discount 
charges. Banks also prefer this kind of business. 
They get here the right to negotiate it. In other 
cases, the right of sale can be exercised only in 
case of a default. Banks can rediscount bills at 
any time with the central bank. A bill is stable 
in value. There is also a certainty of its pay- 
ment on due date. Again, a banker can distribute 
its funds over bills of different tenures according 
as he thinks proper. 

Q. 7/5. Distinguish between cash credit^ 
overdraft and han^ explaining their respective 
merits from the points of view of bankers and 
borrowers, (U. P. 1940) 

(This question can be answered with the help 
of the answer to Q, 117.) 

Q, 119, What is credit ? Discuss the 
limitations on the power of banks to create credit, 

{U, P. 1942) 
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A. For an answer to the first part of the 
question, please consult this heading to the answer 
to Q. 84. 

Limitations on the power of banks to create 
credit. When a customer is temporarily short 
of funds, he approaches the banker for a loan, 
overdraft, cash credit or discounting of bills, in 
ail these cases, the latter knows that the money 
is not required for hoarding but for making pay- 
ments. He, therefore, grants accommodation 
usually on the understanding that actual cash 
will not be immediately withdrawn, but the 
borrower shall draw cheques upon him whenever 
he wants to make payments. This right to draw 
cheques is also common to deposits made in 
cash by the customer-. Hence, we may say 
deposits may be created either by' the customer 
or by the banker. It is created by the customer, 
when he deposits actual cash, and it is created 
by the banker when he grants loans. But the 
bankers power to create deposits is limited by 
the cash reserve that he holds. We may, there- 
fore, repeat what J. M. Keynes said that loans 
are the children of deposits and deposits are the 
children of loans. But this is not thoroughly 
understood by many, and hence the belief that 
credit is the mere creation of the bank clerk’s 
pen, and that but for the malevolence of the 
wicked banker enough of it could be created to 
remove poverty and banish toil from the world. 
They do not seem to imagine ‘why the banker 
should be so concerned to reduce the volume of 
the material in which he trades and from which 
he earns his living', if he has the power they 
think he has. 

The limitations, therefore, on the power of 
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banks to create credit arise out of the volume of 
cash deposits. In fact, they have to maintain a 
minimum percentage of cash reserves to credit. 
This percentage is, of course, dependent upon 
various factors. (l) In some countries, the 
legislators have fixed certain proportions to be 
observed by the banks. ( 2 ) It also depends 
upon the percentage kept generally. If one bank 
in a locality keeps a higher percentage, other 
banks in that locality must keep the same to 
win confidence of the people (3) The size of 
the cash reserve ot a particular bank will also 
depend upon the average size of the deposits of 
each customer. If cheque habit is sufficiently 
developed and payments are not generally made 
in cash the amount in reserve may be smaller than 
if otherwise is the case. (5) If clearing system 
is well-developed, most of the cheques drawn 
on a bank are counter-balanced by those received 
by it but drawn another banks, and hence there 
is, very often, not the need felt lor finding out 
actual cash for their repayment. (6) In case, 
banking habit of the people of a place is suffi- 
ciently developed and they are not used to 
hoarding, there is a constant inflow and out- 
flow ot funds into, and from, the banks which 
means that they can carry on with smaller cash 
reserves than is possible if otherwise is the case, 

(7) If the customers of a bank belong to such 
classes as bill-brokers or discounting firms whose 
accounts are of a fluctuating nature, a larger cash 
reserve would be required to meet the heavy 
withdrawals at times when there is a greater need 
of money to them due to increase in business. 

(8) If the investments of a bank are such as 
can be liquidated easily, a smaller cash reserve 
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would be necessary as they would be realised 
whenever required, (9) Finally, if banks are 
situated in a commercial area, they are required 
to keep a much larger cash reserve than if they 
are situated in an agricultural area, for payments 
in the former are much heavier in proportion to 
the average balance than in the latter. 

Though volume of cash deposits is the main- 
limitation to the creation of credit, there are 
others as well. For instance, availability of mar- 
ketable securities, as bankers* loans ought to he 
usually secured. Then, a banker finances only 
the current transactions of the community. He 
is not required to coin all kinds of unmarketable 
wealth into money. Nor is he expected to coin 
credit for future needs. Besides, he creates only 
short-term credits. Continued renewal of loans 
is also undesirable from the point of view of 
safety. A banker also enquires into the object 
of the loan. Creation of credit for consump- 
tion purposes should always be discouraged. 
Finally over and above all these, the character 
of the borrower and his capacity to repay, are 
also required to be taken into account. 

Q, 120, The best bank manager is one who 
can distinguish between a discount and a mort- 
gage and reconcile profit earning with safety ! 
Explain the statement, {U, P. 1940) 

A, Mortgages considered. When banks 
use other's money, they use it in such a way as 
to earn profit and at the same time keep it safe. 
Keeping money safe does not mean only its re- 
covery but recovery at the required time and 
without any loss of value. When money is 
advanced on the basis of securities, it is a sort of 
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mortgage. But a mortgage is not good enough. 
The bank has the right on the property mort- 
gaged or title deeds pledged with it only to the 
extent of loan, and that too is very much limited. 
For instance, it cannot sell it whenever it likes. 
In fact, the real owner of the property is the 
person to whom it belonged, i. e., the borrower 
who mortgaged it with the bank — and not the 
bank. If it wants to sell the property, it has 
first of all, to inform the borrower and gave him 
some time to get it released on paying the debt. 
It is only when the term of the notice expires 
that it can sell it. The value of the security 
or property may fall. If it is so, the bank has 
to face another difficulty. It is obvious from this 
discussion that mortgages are not good from a 
bankers point of view. In India, there is a 
special difficulty. It is that equitable mortgages 
are not allowed in all towns. They are allowed 
only in such places as Calcutta, Bombay and 
Madras. This makes the sale of the property 
difficult. 

Discounting. Discounting is, ho\^ever, very 
advantageous. Banks acquire a right of owner- 
ship over the bills discounted with them. They 
can deal with them in any way they like. They 
have the right to sell, negotiate and rediscount 
them. It is this right of rediscounting that 
makes this kind of business so very popular. 
When a bank needs funds, it rediscounts its bill 
portfolio with the central bank. It is thus assu- 
red of the recovery of money at any time he 
likes. A bill is, again, stable in value. The 
amount receivable at the expiry is fixed for ever, 
and that receivable at any time before the expiry, 
on rediscounting, fluctuates within a fixed limit 
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according to the period it has to run. In short, 
there is no possibility of loss due to fall in value 
in the case of a bill as there is in case of a 
mortgage. A bill is also sure to be paid on the 
due date, while a debt on the basis of a mort- 
gage may not be paid on the expiry of the term. 
Then, a bank can so arrange its bill portfolio as 
to make money available at all times or at parti- 
cular times of drains. 

A bank manager, couscious of the above facts, 
will naturally distinguish between a discount and 
a mortgage. He will so arrange his advances 
as to make them earn sufficiently, as well as 
keep safe. 

Q. 727. What are the various forms of secu- 
rity against which advances may he made by a 
banker ? Discuss the merits of each form of 
security, 

iU. P. 1943) 

A, Various forms of security against 
which advances can be made by a banker. 

First of all, there is the personal security of the 
borrower. In many cases, when the customer is 
a man of unimpeachable reputation and sound 
financial position he is granted a loan or allowed 
an overdraft on personal security. In such a case, 
the banker depends entirely on his integrity, 
strength of character, prompt and business-like 
dealings. But in order to safeguard his position 
the banker may also take the signatures of one 
or two independent sureties or guarantors on 
the promissory notes executed by such a person. 
In case of default the principal debtor is, how- 
ever, the person to whom the loan is granted. 
The banker can realise his claims from the 
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surety or the guarantor only in case they remain 
unpaid from the property of the debtor. 

Borrowers are generally required to deposit 
collaterals for loans advanced to them. Collaterals 
signify some tangible property or right of 
ownership to it or documents of value. Collateral 
means additional, and such securities are known 
by this name because they stand by the side of 
the personal security of the borrower. In fact, 
they can be disposed off only in the event of his 
failure to repay the loans promptly. 

Collateral securities usually offered to a banker 
may be grouped under the heads of (1) Stock 
Exchange Securities, (2) Negotiable Instruments, 
(3) Goods or Documents of Title to Goods, (4) 
Life Policies, and (5) Immovable Property. 

.Merits of each form of security. Per* 
sonal security is, of course, the best form of 
security. If the borrower is capable of making 
the payment and honest, he is sure to refund the 
money. If, however, it is backed by the guarantee 
of somebody else or some collateral security, it 
is so much the better. 

If the borrower does not make the payment, 
the guarantor can be asked to do it, and he will, 
of course, make the payment. He has, however, 
got the right to realise the money from the 
principal debtor, when he has once made the 
payment. 

Stock Exchange Securities are easily and 
quickly marketable, and hence provide a good 
means of recovering the debt in case the principal 
debtor fails to honour his promise. Besides, their 
market value can be easily ascertained. Their 
value also does not fluctuate violently. Their 
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title is also clear and hence they are transferable 
without much difficulty. In the case of negoti- 
able securities, the banker, if he takes them hona- 
fide and for value, also acquires a title against all 
the world to hold them until the obligation they 
were given to cover is discharged. In times of 
need, stock exchange securities can be pledged 
as well with the central bank without much 
difficulty for advances from it. 

Negotiable instruments give better title to the 
banker, if obtained in good faith. Their value 
is also fixed. Besides, they can also be re-pledged. 
Finally, they get matured automatically at the 
end of the period of maturity. 

Goods or documents of title to goods form 
tangible securities. Their value also does not 
fluctuate widely. They can also be sold very 
easily. Besides, advances made on their basis 
are likely to be paid within a short period as they 
are sold at the earliest opportunity coupled with 
sufficient profits. Their value as well can be 
easily determined. 

If there has been no misrepresentation, or 
inaccurate information at the time of the proposal 
life policies form a good security against advances 
on the basis of the actual surrender value which 
is easily ascertainable, as on the back of each 
life policy itself, the mode of the determination 
of surrender value is given. It can also be found 
out by reference to the Insurance company. The 
value of a life policy goes on increasing as the 
time lapses, provided of course premiums are 
being paid regularly, and this is perhaps an 
extra advantage which attaches to it. Where 
a policy has been deposited even without a me- 



BANKS 


265 


raorandum, and the depositor becomes bankrupt, 
the trustee in bankruptcy cannot claim the policy 
without satisfying the claim of the banker. A 
life policy also just like a negotiable instrument 
automatically matures on the borrower’s attaining 
a certain age or in the event of his death. If a 
policy has been assigned and notice given to the 
Insurance company, it provides a complete secu- 
rity. There is no difficulty in proving the title. 
It can also be assigned by a banker to a third 
party as security for an advance. 

When immovable property is offered for secu- 
rity, it is required to be mortgaged, and at such 
times, the deeds must be examined by a compe- 
tent authority with a view to ascertain their 
genuineness and correctness. Care should also 
be ' exercised in valuing the property and as far 
as possible, experts should be appointed for this 
purpose. Insurance must also be effected. In 
fact, immovable property has got no merit to be 
accepted as cover against advances, but as there 
are some customers who cannot offer any other 
thing, it has to be accepted, 

0. 122, What ate the securities on which 

a bank gives loans ? Compare their advantages 
and disadvantages from the point of view of the 
hank and its customers, {Allahabad, 1942) 

4. This question can be solved with the help 
of the answer to the last question. Disadvant- 
ages of each kinds of securities are, however, given 
below. 

Diaadvantagea of various kinds of securi- 
ties In the case of a partly paid share or de- 
benture, the banker may be called upon to pay 
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the uncalled portion, as a failure to do the same 
usually leads to its forfeiture* Next, certain joint 
stock companies insert a clause in their Articles 
to the effect that they will have a first and 
paramount lien on their own shares for any 
debt due by their customers who happen to 
be their shareholders also. In sach case.s, 
a banker may find his right valueless if he finds at 
the time of their sale that there is a debt owed 
by his customer to the issuing company as well. 
Finally, if the securities are non-negotiable. there 
is much inconvenience at the time of transfer. 
Then, the bankers title to them is the same as 
that of the transferrer, and it is possible that it 
may turn out to be defective. 

A negotiable instrument has only one defect, 
and it is that it entails upon the banker the duty 
to realise its value on maturity. 

Goods are liable to deterioration and damage. 
Their value is also subject to daily fluctuations, 
though not widely. In certain cases, it requires 
an expert knowledge to make a correct estimate 
of quality, and hence there are greater chances 
of fraud as welb Besides, some goods require 
a huge space for storage. There is also a greater 
possibility of theft in the case of goods pledged. 
Then, goods being required by the borrowers in 
small lots according as they are sold by them, 
the banker is put to much inconvenience in giv- 
ing delivery and keeping a record. There i.s a 
danger of mistake in releases as well. In the 
case of documents of title to goods, however, 
there is only the danger of forgery. Finally, 
goods and documents of title to goods are very 
unpopular in India because of certain special 
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reasons. First of all, there are no licensed ware- 
houses worth mentioning in the country. Second- 
ly, there is a lack of suitable grading in the case 
of many commodities. In others, it is not strict- 
ly adhered to. Lastly, there is an absence of 
organised markets for certain staple commodi- 
ties in various places and hence the difficulty in 
ascertaining their value. 

The validity of a life policy may be questioned 
at the time of payment, in case it turns out thj^t 
the assured had not disclosed all the material 
facts in the proposed forms. In case, age of the 
assured has not been admitted, it might become 
extremely difficult for the banker to prove it in 
the event of the former’s death. Cases of sui- 
cide and death by the hands of justice are also 
not usually covered by an insurance policy. In 
case, a policy is taken out by the assured to 
provide for his wife and children, it may not be 
good f or the reputation of the banker to put his 
claims against the widow and orphans. Then, 
the value of a policy increases only by the conti- 
nued payment of the premia. If they are not 
paid by the assured, the banker might be requir- 
ed to make the payment himself. Besides, if 
the policy has been taken by a third person, it 
may become void in the absence of an insurable 
interest. Finally, if the policy has not been 
taken possession of, it is possible that a subse- 
quent mortgagee may obtain a prior right of 
assignment to the banker giving earlier notice 
and obtaining its possession. 

Mortgage of immovable property is, in many 
cases, required to be legal, and this is both 
expensive and inconvenient. It is also diffi* 
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immovable 

ingmafid because of the peculiarity of both Hindu 

va\uc and Mohamraecfan Laws of Inheritance. Then, 
it is also difficult to form a correct estimate of 
wrious^^^' of an immovable property. Again, it is 

subject to heavy fluctuations. There is also a 
Ditticulty in difficulty in realising it. A number 

realisation, of legal formalities are required to be observed. 

Besides, it takes a good deal of time to find out 
a purchaser. Further, different values are attached 
to the same property by different persons and at 
different times Certain kinds of house property 
Question of ^Iso deteriorate rapidly in value if they are not 
repair. kept in a proper condition of repair. From the 

time of the acquisition of a house property on 
the expiry of the period of debt to the time of 
finding^ouf somebody else, the banker has also to 

a tenant. find out tenants and arrange for repairs. It is 
also extremely difficult and inconvenient to find 
Deed may out whether the deed to an immovable property 
geLbe genuine and correct. In cases of leasehold 

property there is always the danger of the for- 
Forfeiture ^iture of the lease as well due to the non-[)ay- 

ot lease ment of ground rent. Finally, there is a danger 

possible. of loss to the property by fire. 

Q. 123. X Bank starts operations with a 
subscribed capital of Rs. 1,200,000 of which half 
has been paid up. It receives a deposit of Rs. 10 
lakhs from the investinfi public. It discounts 
bills of exchange for Rs. 7 lakhs, grants loans 
and overdrafts to the extent of 3 lakhs. Out of 
the cash in hand the bank invests half in 
Government securities. 

Draw up a Balance Sheet of the X Bank 
showing the above entries, (U. P. 1931 ) 
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A. 

X, BANK LIMITED 

Balance sheet as on 

Liabilities. Assets. 

Subscribed capital Loans and overdrafts Rs. 30,000 


shares of ..... 

each Ks. 1,200,000 Bills discounted Rs. 700,000 

Paid up capital 

shares of Investments in Government 

each Rs. 600,000 Securities at cost Rs. 300,000 

Deposits Rs. 1,000,000 Cash in hand Rs. 300,000, 


Rs. 1,600,000 Rs. 1,600,000 

jQ. 124, Draw proforma Balance sheet of a 
joint stock hanky and briefly explain the various 
items in it, {JJ. P. 1943) 
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A, Proforma Balance sheet 

THE JAMMU AND KASHMIR BANK, 
Balance Sheet as on 


Liabilities. Rs. as. p. Rs. as p. 


Capital 
Authorised : — 

2CX),000 shares of Rs. 25 
each ... ... 5,000,000 0 0 

Issued 


80,000 shares of Rs. 25 
each . ... 2,000,000 0 0 


Subscribed 



63,181 shares of Rs. 25 



each 

1,578,275 0 0 i 


Amount called and paid 

j 


up (i Rs. 1218 per share 

789,137 8 0 1 


Less allotment and call 



mone/ in’arrears 

12,890 0 0 j 



— 1 

776,247 8 0 

Deposits : — 



Fixed Deposits ... i 

1,021,773 12 1 1 j 


Savings Banks Deposits 

511,849 2 8 


Current and Deposits at 



call 

1.184,982 0 0 




2,718,605 13 6 

Other Liabilities : — 



Bills payable 


4,2as 3 0 

Branch Adjustments ... 


25,577 9 6 

Bills for collection as 



per contra 


66,799 2 3 

Profit and Loss Account 



Net profit for the year 

47,495 13 6 


Less loss for last year 

6,995 13 6 




40,500 0 0 


Total ... 

3,671,933 4 3 
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of a joint stock bank. 

LIMITED. H. O. SRINAGAR 
3Qth June, 194L 

Assets Rs. as p { Rs. as p* 


Cash in hand I SOS 294 10 

Cash vnth banks in 
tirrcnt a/c ... I 165,710 0 

Loans and Demand 

advai ces 

Particulars required by 
ilic Companies Regula- 
t on No XI ot 1937 
(/) Debts considered 
good m respect ot which 
the hank is iully secured I 719 660 0 

(/?) Debts considered 
sjood secured by the 
pe sonal « labilities ot 
Of c or more parties as 
under 

f) Dtbtv due on bill*" , 
purvhd ed , . ' 72 299 7 


{' ) Debts due on 
single and joint pronotesl 87,480 14 


/f ) Temporary over 
draft . 

3 402 3 

{/i} Debts due by 1 
Directors and other 
oHiccrs of the bank 

96 0 

(x ) Debts due by firms 
and C ompanies in wh ich 
a Director ot the bank 


i a partner or guarantor 
(if) Debts considered 

Nil 

bad 

Furniture and Fittings at 

Nil 


i uiiiiiui^ aiiu I I ■■ — — 

cost .. ... 4,845 13 

Less Depreciation upto 


t0 6al I 261 0 

Bills receivable as per 

cor Ira .. . I 

btairps stationery and I 
books in hand at cost i 


0 

4 


- - ^ 
1,669,004 10 4 


9 


6 

8 

9 

0 I 


I 889,497 10 S 

4,854 13 6 
66,799 2 3 

1.596 15 6 

1 3,631,963 4 8 


Total 
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Explanation of the various items in it« 

Liabilities. First of all, there is capital, 
Authorised capital is the amount with which, this 
bank has been registered. It can sell at the 
most 2,00,000 shares of Rs. 25 each. Registra- 
tion fee is paid on this amount. A change in 
authorised capital is not eaSi . Next, all these 
shares have not been offered to the public. Only 
80,000 shares have been so offered. The balance 
can be offered at any time, when there is felt a 
need for a larger capital. Then, all the shares 
issused by the bank were not subscribed to by 
the public. This shows that the bank was not 
popular in the beginning. Only 63,131 shares 
were subscribed to Rs. 1218 was called on each 
share. The remaining can be called at any time, 
and is a reserved liability of the share-holders. 
This is good from the point of view of depositors, 
as they can get at the time of the winding up of 
the bank a larger amount than what is realised 
out of the sale proceeds of the assets. 

Deposits consist of money on fixed, savings 
banks and current a/cs. In the case of fixed a/cs. 
money can be withdrawn only after the expiry 
of a fixed period. In the case of savings bank 
a/cs as well, there is some restriction. Only a 
limited amount can be withdrawn at on- rnne 
and that too not usually more thcin once a week. 
In the case of savings bank a/cs, however, money 
can be withdrawn to any extent and as often as 
possible. This is demand liability of the bank, 
and must be paid when demanded. 

Other liabilities consist of b lls payable, branch 
adjustments and bills for collection as per contra. 
Bills payable are the bills accepted by the bank. 
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Branch adjustments consist of amounts held on 
behalf of customers and payable to the parties 
directed by them through different branches. 
Supposing, A deposits money in Sri Nagar for 
payment to B in Jammu, it will be shown in 
cash, and as a branch adjustment. Bills for col- 
lection as per contra are bills accepted by the 
bank on behalf of its customers. On the assets 
side, this has been shown under the heading 
bills receivable as per contra. They will be paid 
by the customers on whose behalf they have 
been accepted before they become due. But 
if they are not paid by them, the liability is that 
of the bank, and hence they have been shown 
here. 

Under profit and loss account, there is the 
profit for the current year from which loss for the 
previous year has been deducted. 

Assets. Cash in hand is the balance with 
the bank itself. Cash with banks in current 
account is the balance of the bank with other 
banks. This can also be withdrawn at any time 
and hence made available as cash. 

Loans granted by the bank have been shown 
under different headings as required under the 
Indian Companies Act. First of all, there are 
debts considered good in respect of which the 
bank is fully secured. It must have collaterals 
for them which can be realised if necessary. 
Next are debts considered good secured by the 
personal liabilities of one or more parties. There 
are always certain customers who are men of 
unimpeachable reputation and sound financial 
position, but cannot or do not like to offer col- 
laterals. They must be given accommodation, 

18 
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as the bank can ill afford to displease them. 
Such debts may be in connection with bills 
signed by the borrowers or those signed by 
the borrowers and certain other persons 
standing as sureties for them. Thirdly, banks 
allow some of the customers who maintain 
current accounts with them to overdraw their 
current accounts. Temporary overdraft represents 
aggregate amount of such overdrawn accounts. 
Debts due by Directors and other bank officers 
are required to be shown separately. Similarly, 
debts due by firms and companies in which 
a Director of the bank is a partner or gua- 
rantor must be shown quite distinctly. Finally, 
debts considered bad are also required to be 
shown separately. 

Furniture and fittings have been first of all 
shown at cost, and then total depreciation pro- 
vided upon them has been deducted from the 
cost value. 

Bills receivable as per contra have already 
been explained in connection with liabilities. 

Stamps, stationery and books have been shown 
at cost. They are meant for use and will be 
written off. 


Proportion 
of cash 
reserve to 
total assets 
and total 
demand 
Itabilities. 


Q, 125. Mention the important considerations 
which would guide you {a) as a businessman in 
selecting your hanker^ and as a banker in 
admitting a new customer. (U. P. 1940) 

A. important considerations in selecting 
a banker. The important considerations guid- 
ing in the selection of a banker will be diverse. 
First of all, the proportion of cash reserve to 
{a) total assets, and (6) total demand liabilities 
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will be seen. The solvency of a bank does not 
merely consist in an excess of assets over liabi- 
lities. Many banks have failed in our own 
country in spite of their having good excesses of 
this kind. What it consists in is an easy liqui- 
dity of the bank’s resources. It is, however, 
very difficult for all the lesources of a bank to 
be easily liquidated. This necessitates, therefore, 
the maintenance of a good cash reserve, What 
is a good cash reserve is again a question of much 
dispute. But the businessman has to find it out 
by exercising his own judgment in each case. 

The proportion of paid up capital to total 
liabilities is also very important. The amount 
of reserve fund may also be added to it. Banks 
building high business on the basis of small 
capital generally come to grief Then, there are 
banks with very big authorized capital but a 
considerably small paid up capital. In fact, the 
amount of paid up capital is imp)ortant. 

A bank having partly paid up capital is better 
than a bank having fully paid up capital. The 
difference between the amount paid up and that 
of the shares constitutes a reserved liability on 
the share-holders. This means that in the event 
of final dissolution of the bank due to failure to 
meet its obligations, the share-holders will be 
called up to pay the balance due on them. The 
depositor will surely be benefited by this call. 
If the shares are distributed between a large 
number of people, reserved liability will be easily 
recovered. It is comparatively more difficult to 
realise large amounts from small number of share- 
holders. 

The nature of the loans usually granted by 
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the banks would also be gone through. Although 
advances cannot, as a rule, be made to bank 
employees, yet they cause the funds to flow out 
according as they wish. It has not infrequently 
been found that the advances were made by the 
bank authorities to their favourites on inadequate 
securities. 

The values of the bank investments would 
also be scrutinised. If the general tendency at 
a particular time warrants a shrinkage, the parti- 
cular bank must not be selected. 

Over and above the points mentioned herein, 
certain other things will be seen. For instance, 
a bank belonging to the same nationality as the 
businessman may prove of more advantage to 
him. The authorities will surely be sympathetic 
towards him. The character and personality of 
those incharge also count a good deal. 

Important consideration! in admitting a 
new customer. A banker would also be guided 
by certain important considerations in admitting a 
new customer. The rule of asking for an introduc- 
tion of the new customer before his admission by 
some old customers or employees of the bank or 
some persons of repute is well observed by 
banks in many countries. The banker should 
see that the customer to be admitted has a good 
character. Those having a bad record, say, of 
fraud, theft, etc., should not be admitted. He 
must be temperate in habits A drunkard 
should be avoided as far as possible. Minors 
should also be avoided. The law lays down 
that a minor may draw, endorse, deliver 
and negotiate cheques, bills and promissory 
notes so as to bind all parties except hinseelf* It 
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is argued that cheques drawn by a minor can be 
repudiated by him on his attaining age. If a 
cheque or bill endorsed by the minor in dis- 
charge of a debt is accepted by the bank, it is 
not entitled to proceed against him in case such 
cheque or bill is dishonoured. Capacity to incur 
liability is consistent with capacity to contract, 
which the minor does not possess. It follows, 
then, that the banker should not in any case 
allow the minor customer to overdraw his 
account. 

While opening accounts which are to be opera- 
ted by agents or employees, the banker should 
see that the agents or employees get full power. 
Similarly, while opening joint accounts, it should 
be obtained in writing from all the parties con- 
cerned as to what signatures would be necessary 
to operate on the account. Those incharge of 
trust funds should be dealt with very cautiously, 
as the courts are very particular about the 
safety of such funds, and in case they are misap- 
propriated, hold the banks responsible if they 
could check the misappropriation by exercising 
even a little business talent, 

APPENDICES 
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Cath credit Please refer to the discussion 
of this topic in answer to Q, 117. 

Liquid Assets. These are the assets con- 
sisting of cash in hand or with the central bank. 

Window dreMtng. Banks publish, their 
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balance sheets at least once a year. When {he 
time for publication draws up nearer and nearer, 
a good many of their try to realise as many of 
their assets as possible so that they may be able to 
show a very high percentage of cash reserve to 
their liabilities. There are several other ways 
in which they may try to show a better position 
of their business. When they do so, the action 
is known as window-dressing. 

Till Money. A bank has to keep some hard 
cash to meet day to day cash demands of its 
customers. The money so kept is known as 
HU money. 


SUPPLEMENTARY QUESTIONS 

Q, /. What are the functions of a bank ?— 

{Rajputana) 

A, For the principal functions please refer 
to the answer to Q. 107. 

Miscellaneous functions of a bank include 

(а) transactions of foreign exchange business, and 

(б) safe custody of valuables. Formerly, banks 
also issued notes. At present, this right is con- 
fined in most of the countries only to central 
banks. 

Q. 2. On what principle can a bank lend other 
people s money for long periods and yet pay the 
claims made upon it on demand or at short 
notice ? How much may a bank lend ? 

{Rajputana) 

A. A bank can lend other people's money for 
long periods and yet pay the claims made upon 
it on demand or at short notice because most 
of the demands are made in cheques which are 
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either credited to the payee’s account or offset 
in the clearing bouse. Again, cash demands are 
enabled to be met out of the daily cash receipts. 
Besides, a bank also holds bills and certain other 
forms of investments which can be easily realised 
at any time. (For a detailed answer to this 
question please refer to the answer to Q. 108.) 

Q, 3. Bank deposits in modern times have 
changed from cash deposits to deposits of credit. 
Explain. (Calcutta^ B. A,) 

A. Please refer to the answer to Q. 108. 

Q, 4. By what principles should a banker be 
guided in granting credit to his customer ? 
What investments are most suitable from the 
banker’s standpoint ? {Punjab^ B. A,) 

A, Please refer to the answer to Q. 110. 

Q 5. State the functions of Commercial Banks. 
What type of security is preferred by them for 
the loans advanced and why ? {Allahabad^ 1940) 

A. For functions, please refer to the answer to 
Q. 107 and for securities to that to Q. 121. 

0- 6. {a) A failure to realize the difference bet- 
ween immediate and ultimate convertibility will 
lead a commercial bank into difficulties. Discuss. 

(b) A clean advance on a single name paper 
is not less secure than an advance on a two 
name paper. Discuss. {Allahabad^ 1941) 

Answer to (a) part of the Q. can be given 
with the help of the answer to Q. 120. 

Answer to (b) part of the Q. can be given 
with the help of the answer to Q. 121. 
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Q. 7. Comment upon the following 

(а) ‘A scientific banker should realize the 
fundamental difference between a B/E and a 
mortgage.’ 

(б) ‘Bank loans create deposits.’ 

(AllaJuaxid, 1943) 

Answer to (o) part of the Q. can be given 
with the help of the answer to Q. 120. 

Answer to (6) part of the Q. can be given 
with the help of the answer to Q. 108. 



CHAPTER IV 


CENTRAL BANK 

[Its functions— bank of england-bamk 

RATE— CLEARING HOUSE.] 

Q. 126. Enumerate the functions of a central 
bank. Explain how the Bank of England per- 
forms the functions of a central bank. 

A. Introduction. The functions of a 
central bank are many. We will discuss them 
herein and see how far Bank of England performs 
them. 

Monopoly of NotC'Issae. (1) A central 
bank has the monopoly or note-issue. No other 
bank in the country or Government has this right. 
Bank of England enjoys this privilege. The 
Bank Charter Act of 1844 forbade all other banks 
to issue notes except those issuing it on a parti- 
cular date. Besides, there were certain provisions 
in the Act which resulted in the gradual lapse of 
this right of even these banks, the last of them 
losing the right in 1921. Bank of England, 
however, issued notes of the denominations of 
not less than £ 5. During the War of 1914, 
the Government also began to issue notes of the 
denominations of £ 1 and 10s. The Currency 
and Bank Notes Act, 1928, however, transferred 
to the bank the privilege of issuing even these 
note^ The Government’s liability on such notes 
circulating at that time was transferred to the 


Diverse 

functions. 


Bank of 
England 
enjoys this 
privilege. 


Bank 

charter Act 
of 1844. 


Recen t 
history 



282 


BAKKING MADE-SASY 


Metallic 
currency 
issued and 
taken back 
through it. 


Various 

accounts. 


No legal 
binding 
upon banks 
to maintain 
a minimum 
balance, yet 
they 

maintain. 


Provision 
of emer- 
gency cur- 
rency. 


All receipts 
and pay- 
ments are 


bank« Since then, it has been enjoying the 
monopoly. 

Sole channel for the out and intake of 
legal tender currency. (2) It is the sole 
channel for the out and intake of legal tender 
currency. Besides notes, there is also some 
metallic currency. But the mint authority issues 
it through the bank. Bank of England enjoys 
this right also. Whatever metallic currency is 
in circulation in England is issued by the Gov- 
ernment through this bank. If it has surplus 
the same can be returned by it. 

Holder of all Government balances. (3) 

It holds all Government balances. Bank of Eng- 
land issues a Weekly Return. We can find in 
it the item of Public Deposits. It includes Ex- 
chequer, Savings Banks, Commissioners of Na- 
tional Debt and Dividend accounts. 

Bankers’ Bank. (4) It is the holder of ail 
the reserves of the banks and branches of banks 
in the country. Bank of England is a banker’s 
bank. Though the banks of the country are not 
obliged by law to maintain a minimum balance 
with them, as is the case with central banks of 
many countries, they maintain a balance. Bank 
of England acts as a clearing house, and hence 
all the banks keep their money with it. Besides, 
as they can draw money from this bank whenever 
they like, a balance with it is as goods as cash 
in hand. It also provides them with emergency 
currency on the basis of the bills rediscounted 
by them with it. 

Government’s agent for all financial 
operations. (5) It acts as an agent of the Gov- 
ernment, and all the financial operations of the 
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^me at home and abroad are performed through 
it. Bank of England receives money on behalf 
of the Government at home and Exchequers 
cheques are paid by it. All foreign debts 
of the Government are also settled through it. It 
keeps its accounts with almost every central bank 
and thus settles Government accounts in foreign 
countries. All public debts are managed by it. 
It advises the Government as to the suitability 
of the time or otherwise of debts, and arranges 
to receive and repay them. 

Stabilises currency value. (6) It effects 
suitable expansion and contraction with a view 
to maintain stability of currency both within and 
without the country. Bank of England does 
this through its bank rate and open market 
dealings. Whenever it feels the necessity of 
expansion, it lowers the bank rate, and thus 
encourages rediscounting. Banks transfer their 
bill portfolio to it, and obtain notes. It raises its 
rate of discount, if it feels the necessity of check- 
ing expansion. If necessary, it resorts to open 
market dealings which mean purchase and sale of 
securities in the open market by the bank. When 
it sells securities there is contraction and when it 
purchases them there is expansion. 

Q. 727. What do you understand by the bank 
rate and iffhat is its relation with the money 
market ? iU. P. 1932) 

i4. Defiaition. Bank rate is the official 
minimum rate at which a central bank is prepa* 
red to discount bills. It differs from the mar- 
ket rate of discount in that it is normally higher 
and in that it is not a constantly fluctuating 
rate shifting with the supply of, and demand 
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for bills, bat is Sxed and announced on a parti- 
cnlar day in every week as a resalt of the deli- 
berations in a special meeting of the Bank 
Directors, and except under most unusual circum- 
stances, it is not changed on any other date. 
The market rate is, on the other hand, the rate 
at which the other banks, including bill brokers, 
if any, are prepared to discount bills. This rate 
is arrived at by competition among different 
members of money market and is a result of 
much higgling. It may change several times in 
a day. 

Its effects. Bank rate has a close effect 
upon the money market in western countries, 
as we shall see presently. But it has no such 
effect upon the money market in Indii. In fact, 
in India there is no one money market, but a 
number of markets. The rates prevailing in 
them have no regular connection with the 
Reserve Bank of India rate. Formerly, when 
this Bank had not been established. Imperial 
Bank rate was the bank rate. It was the rate 
at which the bank was prepared to grant loans 
against Government Securities. This was not 
always the minimum rate at which credit was 
available. In contrast with the bank rates of 
other countries, it was also the rate at which 
it was prepared to grant loans against Government 
securities, and not discount bills or hundis. 
There was a separate Imperial Bank hundi rate 
for this purpose. With the establishment of 
the Reserve Bank of India, however, the nature, 
etc., of the bank rate have changed, but a regular 
connection has, even now hot been secured bet- 


*S€e meaning of Money by Withers* 
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ween it and the money market. As has already 
been pointed out, there are a number of money 
markets in this country. An attempt has been 
made to establish their connection with the 
modern banks by making it compulsory for 
them to deposit 5% of their demand and 2% 
of their time liabilities. But there are 
indigenous bankers who are, by far the most 
important than the modern banks, and no attempt 
has so far been made to establish a connection with 
them. Stock Exchange operations as well which 
play an important part in England seldom play 
any part here. Then, the use of bills is not very 
popular. Export bills, because of peculiar cir- 
cumstances created by the foreign exchange banks, 
have to be immediately sent out of India, and 
are rediscounted, if necessary, in the London 
market. Import bills are held by exchange banks 
themselves until they mature. If they are 
accepted by London bankers on behalf of the 
Indian importers, as is usually the case, they are 
rediscounted there and do not enter the Indian 
market. 

Quite contrary to this are the conditions in 
England. There, the bank rate determines, to a 
large extent, other rates. It is regarded by people 
as standard rate for money. Hence, when de- 
positors desire to deposit money they try to get 
interest rate in relation to the bank rate. Bill- 
brokers or banks must also charge a rate higher 
than what they themselves pay for deposits. 
Thus, the discount, rate of the money market is 
determined by the deposit rate which, in its turn, 
is dependent upon the bank rate. Normally, there 
is a wide divergence between market rate and 
bank rate, and people prefer to discount with 
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Other banks who charge a very low rate. They 
are also more accommodating. At such times 
bank rate is not effective. But during the period 
of stringency, it becomes very effective. Other 
banks having no means left with them to lend 
more, approach the Bank of England for the 
supply of funds. It does so at its own price. 
When money is very cheap in London and foreign 
bills are received there for discounting, balance 
of indebtedness increases and gold flows out of 
the country. In order to check this also it enters 
the market, and borrows money which it does 
not need. This results in the curtailment of the 
power of granting credit by banks and their rate 
of discount ultimately goes up, thus checking the 
outflow of gold. From this discussion it is quite 
clear that bank rate in England has a close 
relation with the money market. It is so in other 
important countries also. 

Q, 128, Describe briefly but clearly the orga- 
nization and working of a bankers clearing 
house, indicating its advantages to bankers and 
to society, (U, P. 1940) 

A, A banker’s clearing house. A banker’s 
clearing house is an institution of credit where 
reciprocal liabilities of the banks, of a particular 
place, are offset against one another. The principle 
on which it works is quite simple. Every bank 
takes to it all the cheques and bills owing to it 
and payable by other banks. In return it receives 
all bills and cheques it has to pay to the other 
banks. A balance is struck and received or paid 
by means of a cheque on the central bank or any 
other big bank wherein the clearing business takes 
place. Suppose, there are, for our purpose, four 
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clearing bankers, namely, A, B, C, and D. Each 
of these banks keeps specially ruled sheets known 
as ‘Summary Sheets of ‘Out-clearing’ wherein the 
records of all cheques or bills drawn on or payable 
at other banks are made. Thus, if Bank A on 
sorting cheques and drafts in its possession, 
finds claims against Bank B, it will enlist the 
same on the sheet. Similarly, claims against 
other banks will be enlisted. After this, cheques 
etc., are carefully checked and bundled up 
separately. These bundles are then taken to 
the clearing house and put on clearing desks 
of the member banks respectively. There, the 
clerks of the respective banks make their record, 
in what are known as ‘Summary Sheets of In- 
clearing’, in the same way as the record had been 
made in ‘Summary Sheets of Out -clearing.’ If 
the total of out-clearing of Bank A against Bank 
B is greater than the total of in-clearing of the 
same from the other, it has to receive a balance 
and vice-versa. Then, these balances, as shown 
by the sheets, are entered upon a list known as 
the ‘General Balance Sheet’ of the particular 
bank. This list contains printed names of the 
member banks with Dr, and Cr. money columns 
on the left and right sides respectively. If an 
amount is to be received from a bank, it is 
entered on the debit side just in front of the 
particular bank’s name, and vice-versa, A ba- 
lance is then struck out of the debt and credit 
totals and instructions for transfers are given 
to the central bank. For instance, if Bank 
A has to receive a balance it directs the cen- 
tral bank to transfer the same from the clear- 
ing house account to its own account, and vice- 
versa, Thus, the entries in the accounts of the 
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member banks with the central bank are made 
as also with the entries in the account in the 
name of clearing house. It must also be noted 
that the cheques upon different banks are sent 
to their respective offices and in case any of them 
is refused there, it is treated as an out-clearing 
for the refusing bank* 

Advantages. This organization is advan- 
tageous both to the bankers and society at large. 
It is advantageous to the bankers inasmuch as 
they are not required to send their men to each 
bank separately. Neither are they required to 
receive or pay in cash unnecessarily. This pro- 
vides for an additional advantage, m., that of 
the necessity of keeping not very large sums 
in hand. It is advantageous to the society also 
as the same can do with less amount of cash. 
It benefits also by the extension of credit due 
to the increasing use of cheques encouraged by 
their settlement through this system. 

Q. 129. Describe the operations of the Eng- 
lish clearing house system. Vindicate the need 
of such an institution in this country. 

• ((/. P. 1934) 

A, Description. The English clearing house 
system or the London bankers clearing house 
system is divided into three section? : — 

(а) Town clearing. 

(б) Country clearing. 

(c) Metropolitan clearing. 

Town clearing covers an area within easy 
walking distance from the Bank of England. 
Ordinarily, two town clearings are effected each 
day, one in the morning and the other at the 
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afternoon. Each clearing bank sends round to 
the clearing house, at the times fixed bundles of 
cheques known as charges—each for different 
banks. These are exchanged, entered and added, 
and so far as possible totals are verified. A 
balance is then struck out from in-clearings 
and out-clearings from and to each bank. This 
then is entered on the General Balance Sheet on 
the debit or credit side, as the case may be, just 
in front of the name of each bank printed there- 
in. Both the columns are then added up and 
the difference represents the total sum owing to 
or by the bank in question on ‘general balance.* 
Each bank keeps an account at the Bank of 
England, and there is also an account called the 
clearing banker’s account and the differences are 
settled by transfers between these accounts. 

Country clearing consists of the clearing busi- 
ness of practically every bank and branch bank 
in England and Wales outside the metropolitan 
district. Every country bank appoints one clear- 
ing bank in the city of London as its agent for 
this business. Hence, they receive cheques drawn 
on other country banks from their branches and 
correspondents. The process followed here is 
the same as that in town clearing. There is, 
however, only one country clearing on each day. 
The general balance ascertained from the Gene- 
ral Balance Sheet prepared in connection with 
country clearing is not settled directly but 
through the town clearing of the next day but 
3ne — it being included in the same Balance 
Sheet. This delay is due to the fact that the 
:heques are sent to the different country banks 

•For detailed operations please see answer to Q. 128. 
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and settlement is made only on receipt of infor- 
mation from them. 

Metropolitan clearing was inaugurated com- 
paratively late. It embraces cheques and drafts 
received from the branches or correspondents of 
the clearing banks outside the town and country 
clearing areas drawn upon the banks situated 
therein. These are sorted and presented to the 
head offices of the branches and agents of the 
other banks. The balance in the General Balance 
Sheet of the metropolitan clearing also is trans- 
ferred to the General Balance Sheet of the town 
clearing of the next day. Just like the country 
clearing there is only one clearing of this also 
each day. Eacli clearing bank on receiving 
the charges sorts them out and sends to the 
drawee banks for honouring. The information 
is received by the next day. 

In case any cheque or draft is returned dis- 
honoured it is regarded as an instrument for out- 
clearing of the particular cleiring. 

It must also he noted that drafts are not 
Included in the country clearing, while in the 
town and metropolitan clearings they too are 
included. 

India. In India, there arc at present clear 
ing houses in a number of important towns. 
In fact cheques are not very popular here. 
Then, clearing business in this country has not 
been divided into sections just as it has been 
divided in England. There is, however, the need 
of clearing houses in some other towns where 
business is considerably huge. Each hank has to 
send its men to different banks for the collection 
of cheques. There is considerable risk in this^ 
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Besides, much time is uselessly wasted and cur- 
rency passes from one hand to other for being 
returned again. 

APPENDICES 

I 

SHORT NOTES 

Bank of England Notes. Bank of England 
notes of £5 and upwards are legal tender in 
England and Wales, but not by the Bank itself. 
Bank of England notes of £1 and lOs. issued 
under the currency Lnd Bank Notes Act, 1928, 
are legal tender in Scotland, and Northern Ire- 
land also, and for the payment of any amount 
including payment by the bank itself. They 
are now inconvertible. The total amount of notes 
issued on March 29, 1939, was £526,160,005. 

II 

Supplementary Questions 

Q. 7. What are the effects of (d) arise in the 
bank rate and (6) a fall in the bank rate on the 
trade of a country ? {Rajputana) 

Effects of a rise or fall in the bank rate 
on the trade of a country. When the bank 
rate is raised, the rates of all kinds are raised 
in the money market of the particular country 
if the same is in control of the central bai k. 
In case, however, if this is not done automati- 
cally, the central bank enters into competition 
with other banks by taking up to direct business in 
the market and this has the desired effect. When 
all sorts of rates rise, credit becomes dear, and 
banks* power to manufacture it goes down. This 
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results in the curtailment of all activities. Trade 
becomes slack and everywhere there is pebsim- 
ism. Quite opposite is the result of the fall in 
the bank rate (Students are referred to the ans- 
wer to Q. 127.) 

Q. 2- What do you mean by the term bank 
rate ? Explain the factors which operate to 
bring about a fluctuation in such a rate during 
different periods of the year. {Rajputana) 

(Students are again referred to the answer 
to Q. 127, specially for the first part.' Bank 
rate should in fact be steady throughout the 
year. It may be fluctuated only if the currency 
and credit is to be inflated or contracted. Per- 
haps bank rate here has been referred to the 
Imperial Bank rate. It fluctuated during differ- 
ent periods of the year. When there was a 
great demand of currency and credit to finance 
the movement of crop the rate was raised and 
during slack season it was lowered. This is in 
fact not a good practice. Reserve Bank of India 
rate has been steady since it was fixed at 3% on 
28th November, 1935. 

Q. 3. Describe the functions of a Clearing 
House and its economic services. {U. P. 1942) 

An answer to this question can be given 
■with the help of the answer to Q. 128. 



CHAPTER XVI 


MISCELLANEOUS 

Q. 130. The two greatest events which have:’ 
occurred in the history of mankind have been 
directly brought about by a successive contrac- 
tion and expansion of the circulating medium of 
society. Comment on the above. Illustrate from 
contemporary economic events. {U. P. 1934)’ 

^Author’* Note. The statement is awfully 
vague and cannot be commented upon with any 
exactness. First of all, ‘circulating medium of 
society’ does not convey any idea. But we could 
proceed by taking it to be circulating medium of 
exchange Then there is another difficulty. It is 
not possible to say definitely as to which of the 
two events have been referred to here. Some 
regard the birth of Lord Buddha and Lord Jesus 
Christ as the two greatest events in the history 
of mankind. Others regard the development of 
the languages and discovery ' of fire as the two 
greatest events. But these events have to do 
nothing with currency. If we confine ourselves 
to economic history, there is again the same 
difficulty. Some regard the discovery of steam 
power and the introduction of the Joint-Stock 
principle as the two greatest evpnts. Others 

'The author has consulted a number of learned Professors 
with regard to the answer to this question and this note has 
been prepared in consultation with them. The responsibility 
of the answer, however, rests entirely with the author. 
There may be difference of opinion. 
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regard other things. But these too have to do 
nothing with currency. Expansion and contrac' 
tion of the circulating medium of exchange have, 
of course, very far-reaching effects and we may 
here discuss them in the light of the events in 
the present century. But these events cannot be 
claimed to be so important as to be regarded as 
the greatest events occurred in the history of 
mankind. 
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Expansion 
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i4. Effects of expansion and contraction 
of currency during the War of 1914-18 and 
after that specially in U. K. and U. S. A. 

During the last European War there was an 
expansion of the circulating medium of exchange 
in almost all the countries of the world. In some 
countries it went on even after the war. We 
know what happened in Germany, Russia, Poland, 
Austria and Hungary. Let us, however, take here 
U. K. and U. S. A. U. K. spent during the war 
10,000 million pounds. Only a third of this was 
collected by increased taxation. The balance w.is 
met by borrowing which resulted in expansion of 
the circulating medium of exchange. This was 
responsible for the rise of a number of maladjust- 
ments. The Government, however, decided to 
endeavour to restore the pound to its former gold 
parity value by following what is known as a 
deflationist’s policy. Price deflation in the country 
was, however, harmful to industry, mainly because 
wages could not, in the then existing state of 
public sentiment, be reduced as the cost of living 
fell. Unemployment increased. Appreciation ol 
pound brought about the general strike of 1926 
in U. K. 

Coming to U. S. A., we find that, with the re- 
laxation of wartime controls on the cessation of the 
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bostilitieD, therie was ciredit expansiop all through 
1919 accompanied by rising prices and increasing 
speculation. Efforts to control these developments 
were delayed by the Government’s desire to main* 
tain cheap money rates until the Treasury had 
reduced the unwieldy floating debt. In the last successive 

week of January, 1920, however, discount rates of deflation, 

the Federal Reserve banks were raised. As fur- 
ther increases were made, rise in commodity prices 
was checked. Collapse followed. The fall in 
prices was such that all debts were practically 
doubled in burden. This fall, however, ceased in Again 
U. S. A., in January, 1922, and from that date inflation, 
onward there was price inflation in that country. 

It resulted in rising prices, rising profits, wild h* results, 

speculation of a boom and the eventual crash of 

1929. 

Conclusion. From the above we can say 
that there was a successive expansion and contrac- 
tion of the circulating medium of exchange inU.K., 
and that there was a successive contraction and 
expmsion of the same in U. S. A. Both policies 
affected and conditioned by many other happen- 
ings, of course, resulted in the two greatest events, 
we cannot say in the history of mankind, but 
surely in the history of U, K, and U. S. A., namely 
the General Strike of 1926 and Wall Street Crash 
of 1929 

Q. 13h Trace clearly how the bank note 
marks the first step in the development of banking 
or in other words in creating the machinery for 
the manufacture of credit. 

How far can you explain the growth of 
indi;^enous banking to such beginnings ? 

(U. A 1934) 
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A. Bank note marks the first step in the 
development of banking. There was a good 

deal of disturbance in England during the period 
immediately preceding the Commonwealth. It 
was at this stage that the people conceived the 
idea of entrusting money to the goldsmiths who 
received it in safe custody and gave in exchange 
tempi?. \w the form of promissory notes payable 
V^jysoon they came to be known as 
"goldsmiths’ notes*', and if vve can consider the 
goldsmiths as bankers taking deposits, it may he 
claimed that their notes constituted the earliest 
form of English bank note. The operations of 
the London goldsmiths were many and varied and 
ranged from the care of valuables, moncy-c hang- 
ing, the buying, selling and melting down of gold 
and silver to the in-gathering of deposits. But 
ultimately the deposit-business attracted them the 
most. In fact, this was the beginning of hanking 
and it was due to the emergence of hank notes as 
we shall see presently. 

At first, goldsmiths did not pay interest on the 
deposit of money with them, hut as they extended 
their operations and began to buy bills of exch inge 
under discount, they found it desirable to en- 
courage clients by offering interest on de[josits. 
They also agreed to pay these loanable funds on 
demand. In reality, the goldsmiths, originally 
receiving only deposits, considerably developed 
the money-lending side also to their business. 
They made loans of not only specie, but of ciedit 
too, based on actual specie in their possession. In 
course of time they, however, found by experience 
that demands for payment were small and began 
to issue notes considerably in excess of the cash 
they had available to meet them. Thus, we see 
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that bank note marks the first development of 
banking or in other words in creating the machi- 
nery for the manufacture of credit. In fact, with 
the issue of notes in excess of the cash available, 
the well-known maxim of banking, viz., banker’s 
brain and other’s money began to be applied. 

In course of time some of the goldsmiths, 
dropped out money-lending business and con- 
centrated on the better class of business akin to 
present-day banking. They becime, in fact, 
private bankers. Those of the goldsmiths who 
thus took upon themselves the role of private 
bankers found their business rapidly extending. 

The record of the goldsmiths is important, as 
it was from them that banking was evolved in 
England and then all over the world. First, they 
V were purely custoJi ins for valuables ; then their 
operations involved three distinct functions— 
deposit banking, note-issuing banking and discount 
banking. 

The Bank of England came into existence 
with power to issue notes. For long, joint stock 
bLinks did not flourish in the country as they could 
not issue notes. But later on, cheque system was 
evolved, and this further led to the spread of 
banking in the country. 

Indigenous Banking. Growth of indigenous 
banking can, however, be not explained to any 
such beginnings. Indigenous bankers have long 
been using hundis, and whatever banking business 
they did was by the use of hundis. They were 
drawn for almost all banking purposes, e. g., 
for manufacturing credit, for financing trade and 
industry and for the remittance of money from 
one place to another. 
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APPENDIX 

Opeo market operations. These operations 
mean purchase and sale by the central bank in 
the market of any kind of paper in which it deals, 
and as during the war of 1914 — 18 enormous 
quanity of Government securities were issued in 
almost all the countries, the central banks purchase 
and sell now only these. Other public securities 
are for obvious reasons disregarded by them. 
The principal reason for using the term : open 
market operations for these actions of the central 
bank is that it goes itself to the market instead of 
the market going to it. 

But these operations may be effective only 
under certain conditions. First of all, it pre- 
supposes that banking habit has considerably deve- 
loped in the country and that there is no surplus 
money lying in hoards, which may be used for 
the purchase of securities when they are sold by 
the central bank. Besides, the effect may be 
counter-balanced if the securities are purchased 
by the foreigners who send gold in exchange for 
them. Secondly, it is necessary that an> increase 
or decrease in the cash or bank balances of the 
commercial banks must have its repurcussion 
directly on their manufacturing of credit. There 
are many circumstances when commercial banks 
are deterred from employing increased cash or 
bank balances for the manufacture of credit or 
vice versa. Then, it is not only the question of 
the willingness of the commercial banks to act 
in the desired direction, it is also the question 
of the preparedness of the entrepreneurs to take 
the risks and the availability of the reliable 
borrowers. In the absence of both of these, an 
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expansion of credit does not take* place in spite 
of the willingness of the banks to do so. Conver- 
sely, the prospect of business and speculation may 
appear so attractive to the entrepreneurs that 
the banks may not be able to reduce their de- 
mand for credit even if they try to do that. 
Finally, there is the need of the velocity of the 
bank deposits to remain constant. Ordinarily, 
this velocity tends to increase during periods of 
rising business activity and decrease during those 
of declining business activity. However, in 
practice none of these conditions are found in 
existence to the full extent in any of the 
countries. But normally open market operations 
are considerably effective in at least the most 
irhportant countries these days. The significance 
of the open market operations is that they tend 
to increase or decrease the supply of bank cash 
and that such changes ordinarily tend to bring 
about changes in money rates and credit condi- 
tions which in their own turn bring about corres- 
ponding adjustment in the price-level and general 
business activity. If there is a break anywhere, 
the desired effect is not obtained. 
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CHAPTEE XVII 

INDIAN JOINT STOCK BANKS 

Q. 132. Discuss some of the causes of the 
backwardness of Indian Banking. What steps 
have been taken by Indian Joint Banks in recent 
years to popularise banking in India ? 

{U. P. 1931) 

A. Introduction. The causes of the back- 
wardness of Indian Banking are varied. We 
shall be able to discuss here only some of them. 

Cautea. (1) Indian banks do not receive 
encouragement and support from Government 
to the extent desirable. Its officials and public 
bodies keep funds with Imperial Bank. They 
ought to patronise other banks also. Besides, all 
payments should be made by them in cheques. 

(2) They have to face the competition of 
exchange banks which have got their branches 
not only in important ports, but also in towns. 
The business at such places is mostly in their 
hands. Indian banks have to be satisfied only 
with the less profitable business of the small 
places. The exchange banks have been so 
successful in important towns and ports not 
because of the incapability of the Indian banks, 
but because of the fact that a considerable busi- 
ness of the country being in non-Indian hands, 
they give preference to the banks of their own 
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country. Those of the Indian businessmen 
also who are in subordinate relations to these 
are compelled by them to have their dealings with 
foreign banks. 

(3) Numerous bank failures have discouraged 
investment in the shares of the banks. Deposi- 
tors also are very suspicious of them. 

(4) Some Hindu and Mohammedan laws and 
customs regarding succession to, and transfer of 
rights in, immovable property make it unsafe 
for the banks to give loans on the security of 
s ch property. Equitable mortgages are also 
allowed only in certain important towns. 

(5) Bills, being not very popular in this 
country, investment in them is not possible to 
any considerable extent, They provide the best 
form of investment to the banks, and in their 
absence, they suffer, 

(6) Indian banks do not grant clean advances 
to any appreciable extent. In fact, in the 
absence of agencies like Seyd's in England and 
Dun s and Bradstreet’s in U. S. A. for supplying 
the banks with information regarding the 
financial status of the borrowers, banks in this 
country are not in a position to make such 
advances. 

These are the causes over which banks have 
no control. Then, there are certain others which 
have, to some extent, been removed by them in 
recent years. 

(1) All banks conduct their work in English 
and their cheque books, pass books, and pay-in- 
slips are printed in English. The number of 
the banks, recognising cheques and signatures 
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models. In fact, these have not 6een found 
suitable for this country. It is, however, a 
matter of satisfaction that some of the banks 
have recently shown some initiative in chalking 
out new lines. They have reduced their cost of 
management by resorting to simplicity. In 
many cases European managers have been 
replaced by Indians. 

(3) Attempts have recently been made to 
establish small offices in Mandies. These finance 
the Arhatias who finance agriculture. This 
provides for the investment of their funds, 
and cheapening of the rates of interest for 
agriculturists. 

(4) Some local banks have been started in 
important places. They inspire confidence in 
local people and are able to canvass business 
more easily. They make clean advances also to 
some extent as they have the requisite knowledge 
of the people of that locality. 

Q. 133, Indicate the position of the joint 
stock hanks in the Indian money market. Dis- 
cuss hm far they have been affected by the 
operations of the Imper al Bank of India, 

(U,P, 1932) 

4. Positioii of the Joint Stock banks in 
the Indian money market. The position of 
the joint stock banks is very important in the 
Indian money market. They have their offices 
in about 1200 towns of India. Whenever the 
word bank is used without any epithet, it means 
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joint stock bank. In fact, in number of offices^ 
hare capital, reserve and deposits, etc, they 
lorm the most important unit of the Indian 
money market. All these things have recently 
much increased. But there is a keen competi- 
tion between these banks and exchange banks on 
the one hand and Imperial Banic on the other. 
They are looked upon as dangerous rivals by 
the indigenous bankers also. To quote the 
words from the report of the Central Banking 
Enquiry Committee, “Placed in this position 
they have been called the Cinderella of the 
Indian banking system, and have only been able 
to exist amidst bickering?, suspicions and cut- 
throat competition.' 

A number of cases have been experienced 
where a bank, after having established itself in 
some relatively small market and having secured 
such business as was available, found itself faced 
with the competition of a second bank which 
deprived it of a part of that business, and 
occasionally succeeded even in ousting it alto- 
gether. Such occurrences are very unfortunate. 
The country doe6 not require competition but 
diffusion of banking facilities. Only big commer- 
cial centres require a number of banks. 

There is another difficulty. Because of the 
numerous failures of joint stock banks in the 
past, they are not in a position to inspire confi- 
dence. Exchange banks and Imperial Bank 
have been successful in this respect to a very 
great extent. It is because of this fact also that 
they cannot withstand their competition. 

It was expected at the time of the establish- 
ment of the Imperial Bank of India that the 
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Conclusion* 


joirt stock banks of the country would gain 
by it* This expectation has been partly realised. 
The standard laid down by the Imperial Bank 
of India is sufficiently high. This has led to 
the improvement of their position by joint stock 
banks also. Its establishment resulted in ins- 
piring confidence as well in the joint stock 
banks as people thought that it would provide 
them with funds daring the period of crisis. 

This was done in luany cases, though there 

were complaints made against the bank to the 
effect that it showed favouritism to the banks 
of non-Indian origin. Imperial Bank was 

also prepared to rediscount the bills discounted 
with other banks. But this facility was not 
availed of by joint stock banks. Imperial Bank 
itself competes for their business with them 

and hence naturally they did not like to disclose 
their bill portfolio to it by rediscounting them. 
The Imperial Bank also did not lay down any 
standard for the bills it was prepared to redis- 
count, but did not rediscount them when pre- 
sented for the purpose by saying that they did 
not come to the standard. Joint stock banks, 
have benefited, again, in so far as it provided 
for the first time in the country, for clearing 
arrangements in some of its branches* Even now, 
when the Reserve Bank of India has been estab- 
lished, it continues to provide tthis facility in such 
clearing towns as have no branch of the Reserve 
Bank. Of course it doei this, as an agent to the 
premier bank. 

From the above discussion, we can say that 
the establishment of the Imperial Bank improved 
the position of the joint stock banks to a very 
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great extent bat in certain places it has become 
a formidable rival to them. 

Q. i34. Discuss some of the causes which 
have militated against the uevehpment of joint 
stock banking in this country. What suggestions 
would vou make to make banking more popular ? 

{U.P. 1937) 

A. This question can be easil}^ answered 
with the help of the answer to Q. 13 . 

Q. 135. Indicate and account for the diffi. 
culties which the Indian joint stock banks are 
experiencing at the present time with regard to 
the employment of their funds."^ (U. P. 1938) 

A. Introduction. The Indian joint stock 
banks are experiencing considerable difficulties 
with regard to the employment of their funds 
at the present time. This is why they have 
lowered their rates of interest for various kinds 
of deposits. They, in fact, discourage them, 
Th's IS due to various reasons. 

Causes of the difficulty in investment at 
the present lime. First of all these banks, 
unlike the commercial banks in other countries, 
invest their funds in landed properties. Their 
value has recently fallen very rapidly and hence 
investment in them has become very much risky. 
Th 0 recent failure of Benares Bank Ltd., was 
due to this to a very great extent, ft had lent 
on the security of the landed properties, and 
the result was that with a fall in their value, 
there was a fall in the value of the assests of the 
bink too. The R 'serve Bank of India could 

• The position has. however, much changed since the 
beginning ot the present war. 
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not Accommodate it as its weak position did not 
warrant this. 

Then, Indian joint stock banks finance agri- 
culture through indigenous bankers. Most of 
them have recently opened their pay-offices in 
the important mandies. The price of the agri- 
cultural produce has at present fallen very heavi- 
ly and there does not seem to be any arrest in 
the decline. Under such circumstances invest- 
ment in them also appears to be considerably 
dangerous. The number of defaults has been in- 
creasing. This is not the case with only 
agricultural produce. The same is the case 
with the manufactures too. Industrial con- 
cerns require both block capital and working 
capital. Joint stock banks provided them with 
working capital, out they find that this has also 
frozen. The price of the manufactures of these 
concerns having fallen, they are not able to pay 
even principal what to say of the interest. Be- 
sides, most of their produce remains unsold and 
they cannot make the payment of their loans on 
due dates. 

They made advances on the security of pre- 
cious metals. Due to the rise in the price of 
gold, people prefer to sell it rather than to pawn 
it. The case with silver is just the opposite. 
It has recently fallen much in value and ther^ 
is a continuous ftar of further fall in it. 

$tock Exchange securities also are not fairing 
better. In fact, they cannot when trade and 
industlry is depressing. The dividends declared 
by the industrial concerns have been falling low 
and they have their awn effects upon the prices 
of the shares and debentufts. 
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’ iM* Discms thi t^n Gf 
the Joint Stock Banka in V* P* 

Indicate ^heir main difficuUies at the present 
time. (U. P.1935) 

A, Nature of their busitiesa Joint stock 
banks, first of all, receive deposits from people ^fyaSuf 
in places they have their offices. They receive forms, 
deposits on fixed deposit, current and savings 
bank accounts. Central Bank of India had 
introduced a new kind of account, -namely, home 
safe account wherein it provided the depositor 
with a small iron safe for depositing his daily 
savings. These^ were brought to the bank every 
now and then and the contents were received 
for credit of the depositor. It was designed to 
promote banking habit amongst children and 
was a sort of savings bank account. This account, 
however, did not prove to be very popular and 
hence is not in use now. The rate of interest 
allowed on fixed deposits varies according to time. 

Recently it has gone very low. Some of the 
banks allow interest on credit balances in current 
accounts as well provided it does not fall below a 
certain minimum. Use of cheques is allowed by 
some banks in savings bank account also. 

They make advances and finance movement Rnandniof 
of both agricultural and industrial goods within trade, 
the province, and as well as between this and 
other provinces. They have got their sub-agencies 
and pay offices in all the important mandis — e. g., 

Hapur, Firoxabad, Auraiya, Shikohabad, Deoband, 

Chandausi, Hathras, Kosi, Ghaziabad, Sitapur, 

Hardoi, Bindki, Debai, Ojbani, etc. At these 
places they make advances to the arhatiyas against 
the security of granaries. The amount so advanced 
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fe sufficiently huge— in some places it being 10 
and 15 laths of rupees annually* In fact, the 
amount collected on deposit of various kinds in big 
towns is utilised in making advances in these 
places. The income from this source is fairly 
large, and the branches having one or more of the 
above sub-agencies or pay offices attached to them 
fair better than branches without them. While 
the former are profit-giving branches, the latter 
mostly lose. But they have to be maintained in 
order to raise deposits and keep the dignity of the 
bank. Advances of other kinds are made in 
cities. Cash credit is of considerable importance. 
Overdraft is allowed to well-to-do customers. 
Loans are also granted on seclirities capable of 
easv realisation, e. g., commercial paper and stock 
exchange securities. But all these commitments, 
are for small periods. Large commitments and 
those on the security of immovable property, are 
not undertaken. Personal loans are also not given. 
Most of the loans given in cities are meant to 
finance trade of both kinds. In some places, they 
also finance small scale industries. But this 
business is not very important. 

They discount bills and purchase hundis, 
though these are not very po[)ular. They also 
issue drafts, letters of credit etc., make collection 
of debts for customers, receive and pay premium, 
etc., and keep jewelry and other valuables and 
documents deposited with them in safe custody. 

Remittance business undertaken by these banks 
is also of considerable importance. They buy and 
sell remittance at market rates. In some cases 
they vary from customer to customer. In places 
where they have to face competition with Imperial 
Bank, they charge the same rate as it does. In 
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other places, however, their charges are often 
higher. Usually l/4 per cent, to 1/32 per cent 
is the rate charged on such remittances— the rate 
being lower for larger amounts. 

Difficulties. One of the main difficulties of 
these banks is that equitable mortgages are 
not allowed in U. P. Some of the laws of in- 
heritance are also such as make it difficult to 
reilise debts. They are not able to grant 
person<il loans as they are not possessed of 
inform ition regarding the customers credit. 
There are no agencies to supply the same. 
Thtn, advances against goods are made when 
they are left at the disposal of the banks. In 
this country, there are no public warehouses, 
and goods m their absence cannot be left with 
the borrowers. In almost all places of import- 
ance. banks h ive got godowns. These are, how- 
ever, not convenientf for keeping all kinds of mer- 
chandise. The use of hundis and bills should 
aho be popularised, The establishment of public 
warehouses will facilitate the distinction between 
atridc bill and finance bill. Joint stock banks 
cm also take upto the finance of agricultural 
industry through co-operative societies and 
indigenou-^ bankers. This would go a long way 
to increase their usefulness. 

Q. 137, Di^cuHS the of" the failure 

of a largL number of banks in India in the past, 

(Allahabad, 1940) 

A. CauBes of the failure of a large num- 
ber of banks in India in the pa$t. First of 
all, a good number of banks have failed in this 
country due to the lax laws, public ignorance and 
bad or dishonest management. The manager 
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of one of the banks, on his appointment to the 
said post pleaded ignorance of banking and 
accountancy and requested the Directors for a 
strong committee to assist him. Even up to the 
time of liquidation of this bank ; he had not 
learnt anything, as he himself had then admitted. 

Secondly, many of them have failed because 
of the entering into speculative activities of the 
bank officers. 

Thirdly, many banks have failed because of 
their undertaking industrial finance out of bank- 
ing funds. In fact, public opinion has been in 
this country overwhelmingly in favour of mixed 
banking such as prevails in Germany and Japan. 
But this is not possible here due to the fact that 
Indian banking system has been based more on 
the lines of English banking system whose cha- 
racteristic feature is complete separation of 
commercial banking from industrial banking. 

Fourthly, many of the banks have failed 
because of the antagonastic mass opinion against 
them which had developed at one time or the 
other. They may, in fact, be regarded more as 
victims of misfortune than of anything else. 

Fifthly and finally, a number of banks failed 
in the past because of the lack of a central bank 
to help them in times of need. In case, a bank 
is solvent and has a good position, it is reasonable 
that the central bank of the country should help 
it on the basis of its assets The Reserve Bank 
of India, however, even after its establisment 
did not help Travaocore National and Quilon 
Bank when the latter fell in difficulty. This 
was of course due to certain peculiar conditions, 
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and it is very necessary that something should 
be done to avoid them in future. 

Q. 138^ Mention the different kinds of bank- 
ing services which Indian hanks are able to offer 
their clients^ Explain briefly how the services 
are helpful to the trader, (U. P. 1943) 

A, An answer to this question can be given 
with the help of the answer to Q, 136. 

Appendices 

I 


GROWTH OF JOINT STOCK BANKS 
IN INDIA 

(In lakhs of Rupees) 


1880 

Capital Reserve 

18 3 

Deposits 

63 

1890 

33 

17 

270 

1900 

82 

45 

807 

1910 

275 

100 

2565 

1920 

837 

255 

7114 

1930 

7441 

440 

6321* 

1935 

817 

502 

8444 

1940 

909 

556 

11398 

* There 

was a gradual fall 

from 1922-28. 


* There was a rapid fall in 1922 and 1923. 

II 

Supplementary Question 
Q. 7. Enumerate the functions of a hank. 
Give the importance of the Indian Joint Stock 
Banks in the banking system of our country. 

^ajputana) 

t Pleasfr consult answers to Qs. 132 and 134. 
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Q. 139. Explain briefly the method of settle* 
ment of trade accounts between India and foreign 
countries. In this connection bring out clearly 
the respective part played by (7) the Exchange 
BankSy and (2) the Government. (U. P. 1933) 

A. Method of settlement of trade accounts 
between India and foreign countries.^ Trade 
accounts between India and foreign countries are 
settled through bills. When goods are exported 
from this country, a D/A or D/P bill is drawn on 
the foreign importer or on some bank in London 
with which the foreign importer may have opened 
credit. It is either sold to or discounted with an 
exchange bank. The amount of the bills so drawn 
is usually in sterling and banks pay them in Indian 
currency according as is the current rate of ex- 
change on that particular date. In the case of im- 
ports, importers are required to open a credit with 
some London banker. Here, again, these foreign 
banks come to their rescue. They, on receipt of 
a small percentage, arrange to get a credit opened 
with some bank in London. This having been 
done, the exporter draws a bill on the particular 
banker who on receipt of the delivery documents 
accepts it. These are then sent to India where 
the importer takes them up after making the 
payments. From the above, it becomes clear that 
exchange banks play an important part in the 
settlement of trade accounts between India and 
foreign countries. Payment for both our exports 

' This has changed, how ever, due to the present war. 
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and imports from add to foreign countries, even 
other than U. K. are settled through London. 
Foreign exchange banks both purchase and sell 
the right to sterling in London. The excess 
purchase or sale of one bank is made good by the 
corresponding excess purchase or sale of the other 
banks. Normally, India has a favourable balance 
of trade, and hence, there is an excess of sterling 
purchases. The Government of India has to 
remit annually sterling in connection with home 
charges. These she purchased directly from the 
exchange banks before the establishment of the 
Reserve Bank of India and since then through it. 

In case, there was any excess still left with 
the exchange banks it could be handed over to 
the Government for investment in sterling secu- 
rities in connection with the gold standard and 
paper currency reserves. If, on the other hand, 
there was a shortage of sterling with the banks 
they could purchase it from the Government. 
Since the establishment of the Reserve Bank of 
India, it is under obligation to purchase or sell 
sterling ai fixed rates in sums of not less than 
£ 10 , 000 . 

Q» J40. What part do Indian hanks play in 
hnanctng the foreign trade of the country f 

Analyze the elements of weakness in our banks 
in this connection. 

How far can banking legislation hfi Ip in this 
iirectionf (U. P, 1985) 

A, Financing of foreign trade. The 

financing of foreign trade consists of two opera- 
tions, (1) the financing from the Indian port 
to the foreign port or vice versa, and (2) the 
financing from or to the Indian port, to or from, 


Excess df 
exports 
purchased 
by Govern- 
ment to 
meet home 
charges* 

Any further 
excess also 
purchased 
by Govern* 
ment and 
shortage 
suppli^ by 
it. 


Responsibi- 
lity shifted 
upon R. B. 


Two opera- 
tions. 



314 


BANKING MAD]G-B4dY 


Rrst whoffy 
«nd second 
pciTttally 
performed 
liy exchange 
banks* 


Imperial 
Bailk and 
financing of 
foreign 
trade. 


Part played 
by Indian 
banks in 
financing 
foreign 
trade 


Opening of 
branches 
outside 
India. 


fntroduc' 
tion of 
rupee 
iinport 
bilk 


Ho help 


the up-country distributing or collecting centres. 
The whole of the first class of business and in 
some cases the second class of business also are 
in the hands of the foreign exchange banks. 
They have a number of branches in inland towns, 
and through them perform the second class of 
business too. 

Before the amendment of the Imperial Bank 
of India Act in 1934, it was forbidden to under- 
take foreign exchange business. Other Indian 
banks could not and did not do this ^ business in 
the teeth of opposition of the foreign exchange 
banks. Since 1934, Imperial Bank of India has 
been allowed to take up foreign exchange busi- 
ness, but it has not given an\ serious attention 
to it till now. 

The second class of business is, however, 
considerably financed by indigenous bankers, joint 
stock banks, and Imperial Bank of India. When 
goods are exported from collecting centres, mer- 
chants approach Indian banks for help. These 
have got their connection with one or the other of 
the foreign exchange banks and get the first class 
of business done through them. 

Elements of weakness. Indian banks must 
have branches outside India and specially in Lon- 
don, if they wish to undertake exchange business. 
But, it is very difficult to of)en and sufiport a 
London or any other foreign branch. It requires, 
a huge capital and it must be prepared for un- 
foreseen losses. If im[jort bills are drawn in 
rupees, Indian banks may take the advantage. 
But this necessitates the improvement in the bill 
and money market in the country. 

Banking iegiiUtion. Banking legislation 
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cannot much help Ionian banks writh regard 
to the first class of business. This, they can take 
up only if they have got sufficient capital and can 
open a branch in London. Second class of 
business can however be monopolised by Indian 
banks, if the opening of branches of foreign ex- 
change banks in inland towns is altogether forbidden. 
They have recently started the practice of getting 
some Indian banks also affiliated to them. This 
can be forbidden. Then, exchange banks enjoy a 
very advantageous position over Indian banks in so 
far as the former are not subject to the same rules 
as the latter. In case they are done so, some com- 
petition may be eliminated with them. The 
best that can be done is, however, to establish in 
Indian exchange bank with a huge capital, 

Q. 14L What is the nature of the business of 
the exchange banks ? Indicate in this connec’ 
tion some ojf the reasons why foreign exchange 
banks enjoy an exclusive monopoly of exchange 
Easiness %n India. 

Give in a concise form, your suggestions re- 
Uarding the establishment of an Indian exchange 
hank. (U. P. 193(i) 
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A, The nature of the business of ex« 
change banks : The main business of the 
exchange banks is to finance the foreign trade 
of India. Export bills are either purchased by 
them or discounted. Import bills are, on the 
other hand, collected through them. Besides 
doing this business, they do every kind of banking 
business. They receive deposits, make advances, 
negotiate bills, and do agency business in the"* 
country. They also finance internal trade in 
several important centres— Delhi, Amritsar and 
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Cawnpore. They also finance imports of gold 
and silver bullion. 

ReasoDs of exclusive monopoly of exchange 
business in their hands. The foreign exchange 
banks enjoy an exclusive monopoly of exchange 
business in India. Indian banks have never 
successfully competed with them in this respect. 
In fact, foreign exchange business cannot be 
undertaken without having a branch in foreign 
centres and specially London. It has, however, 
been found extremely difiBcult for these hanks 
to establish branches at foreign centres owing to 
the following reasons 

(1) They must have a large capital to 
command credit in the money market of 
these centres. Imperial Bank of India which 
owns this and hence can command a good credit 
was forbidden to take up the business to any 
appreciable extent. Since the passing of the 
Amendment Act of 1934, however, it has been 
freed to do so, but unfortunately it has not given 
any serious attention to this kind of business. 

(2) They must have large floating resources 
to allow a large turnover. This is not possible 
so long as banking habits do not appreci ibly 
develop in the country. 

(3) The branches must be run at a loss for 
some time until they become self-supporting. 

(4) The foreign exchange banks have their 
own organisation and show hostility to any scheme 
of" the Indian , banks for breaking up their 
monopoly. 

An improvement in the bill and money market 
would go a long way to break up the monopoly 
of the exchange banks. 
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Suflfgeitiont regarding an Indian exchange 
bank. Various suggestions have been made for 
the establishment of a strong Indian exchange 
bank. It may be a State bank, or a joint stock 
bank, or a joint bank. Imperial Bank has been |fi.B. were 
freed from the restriction against its doing exchange to take up 
business, but it has so far not given any serious thcbusi- 
attention to it, as has already been observed. If, Sm would 
however, it would have done so, even then, not have 
perhaps, the position would not have improved, 
as with more thin one-half of its shares in the 
hands of non-Indians, it could not be expected to 
work in the interests of Indians. The establish- ^ 
ment of a State exchange bank is recommended exchange 
because it is felt that the situation created by the 
monopoly of exchange banks requires the full 
resources and prestige of the State to be brought 
to bear upon it not only at the beginning but also 
for some time to come. It is, however, pointed 
out that it should be forbidden to encroach upon 
the sphere of Ihe Indian joint stock banks. The 
directors of such a bank will surely ,be appointed 
by the Government. It will also be given the 
sole right to carry on Government foreign remit- 
tance business. As against this, it is said, that a ^ 
shareholder's bank is more desirable for this pur- holder's 
pose, because the State cannot and should not exchange 
take up to this business so long as it has certain 
other more important businesses to look for and 
which it cannot look to, due to the shortage of 
funds. Besides, it is pointed out that the esta- 
blishment of a State bank would check the Joint 
stock banks of the country to take up to this 
business even in future as they would feel that 
they would not be able to compete with it on 
the basis of equality. The establishment of Joint Joint banks* 
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banks controlled by Indians and non^ Indians 
belonging to the countries with which India trades, 
as equal partners, has also been recommended. 
The advocates of this scheme say that foreign 
trade being between two parties, it is opposed to 
the interests of both that one of them, either 
Indian or foreign, should dominate the finance of 
trade. According to them, co-operation of both 
the parties is very essential. Rupee capital of 
the Joint banks suggested would be supplied by 
Indians, their foreign capital by foreigners over- 
seas *, they would be under joint supervision and 
their profits would be divided among the partners. 
The scheme is quite good but its materialisation 
in these days of separatist tendencies and distrust 
seems to be impossible. Compulsory Indianisation 
of the Indian part of the existing exchange banks 
is also recommended. It may be brought about, 
by threat of closing the doors of the country 
against these banks, if they do not agree to the 
proposal. A close examination of the above 
schemes, however, leads to this conclusion that 
a shareholder’s exchange bank would be the best. 
Its capital might have to be subscribed to some 
extent by the Government in the beginning. It 
would also be necessary for the Government to 
patronise it and place restrictions on the present 
working of the exchange banks with a view to 
strengthen its position. 

Q. 142. Explain charly how the exchange 
hanks finance the foreign trade of India,, What 
criticism has been made with regard to their me- 
thods of business ? (U, P, 19S7) 

A. Method of financing. The financing 
of foreign trade of India can be divided into 
two parts (1) the financing of tiie movement of 
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^oods from Indian ports to foreign ports and 
vice-versa, mi (2) the financing of it from or 
to Indian ports to or from, the distributing or 
collecting centres in tne interior of the country. 

The first part of the business is monopolised 
by foreign exchange banks. The second part of 
it is, however, shared by Indian banks also. But, 
for some time past, the share of foreign exchange 
banks in the second part of the business has also 
been increasing. They have either opened their 
branches in the interior or amalgamated some of 
the important Indian banks in order to do this. 

With regard to the finance of this trade bet- 
ween Indian and foreign ports, we must look to 
both exports and imports separately. When goods 
are exported from this country a D/A or D/P bill 
is drawn on the foreign importer. In cases, how- 
ever, where the exporter has no favourable refer- 
ence of the foreign importer, a credit is required 
by the latter to be opened with one of the London 
bankers, and the exporter, draws a bilL on the 
same instead of on the foreign importer. These 
bills are either sold to or discounted with foreign 
exchange banks. It must be noted here that our 
export bills are usually drawn in terms of sterling 
and its equivalent in Indian currency is paid by 
these banks to the exporters according as the 
current rate of exchange is quoted in the market. 
The fact that these bills are in terms of sterling 
facilitates their rediscounting in the London money 
market if there be any need of funds to the banks 
purchasing or discounting them. 

When we import, either a D/P bill may be 
drawn upon us, or we may be asked to open a 
credit with one of the banks in London. In the 
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former case, we get the delivery documents oo 
payment, while in the latter case, we get the 
documents, and the payment is made whenever it 
is due. 

These bills are also drawn in terms of sterling, 
and the latter, i, e., the bills accepted by the 
London bankers are discounted in the London 
market. Usually Indians are asked to open a credit 
in London, as foreigners do not think it safe to 
draw upon them as exchange banks do not give 
favourable references of them. In order to open a 
credit with a London bank, we have to approach 
an exchange bank of that country. This, on re- 
ceipt of a percentage of the amount for which 
credit is to be opened, makes an arrangement for 
the opening of the credit. 

From the above discussion, certain things be- 
come clear. First of all, both of our export and im- 
port bills are drawn mostly in terms of sterling. 
This makes it necessary that they should be redis- 
counted in London money market. Introduction 
of rupee bills will go a good deal forward to 
encourage the development of a bill market in 
this country. Next, Indian importers have to im- 
port on D/P terras or are required to open credit 
with some London bankers. This is due to the 
exchange banks not supplying good references of 
them. While we export on D/ A terms, we import 
on D/p terms. For opening a credit in London, 
we have to deposit a percentage of the whole 
amount in advance. The terms given to foreign 
merchants doing import business in this country 
are usually better. They get goods on D/A4erms 
and are enabled to open a credit in London with- 
out depositing any percentage with the exchange 
banks here. Thirdly, the documents attached to 
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the bills are sent to the offices of these rherchants 
for examination while Indian importefs are called 
to the bank offices to examine them. 

There are certain other points of criticism 
with regard to their method. 

(1) It is said that these banks compel the im- 
porters to utilise the shipping services of their 
own nationality. 

(2) They also insist on insurance with foreign 
insurance companies. , 

(3) They charge a penalty for the late comp- 
letion of exchange contracts. 

(4) They have not appointed Indians on res- 
jXinsible posts though they have been working in 
this country for long. 

(5) They are opposed to the developing of 
exchange business by Indian banks and try to 
create difficulties before them. 

(6) They have opened their branches in the 
interior of the country also and thus compete 
with other banks in other spheres too. 

Q. 143, Explain briefly the nature of the 
business of the exchange banks in India, Point 
out the criticisms that have been levelled against 
them and suggest the lines of reform, 

iU. P. 1939) 

4. (The first and second parts of the ques- 
tion can be answered with the help of the answer 
to previous questions on this topic.) 

Lines of reform. The policy of open door 
to foreign l^nks in India should be abandoned. 
Their regulation by the introduction of a system 
of licensing similar to that operating in various 

21 
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^lve.r countries such as Germany, Japan and 
Ganada, will go a good deal to improve the con- 
ditions. Now that Reserve Bank of India has 
been established, all the different units of banking 
companies should be under its control, and this can 
only he done by licensing thern. No foreign bank 
should be allowed to establisli branches in India or 
continue doing business in the country without pro- 
curing a licence from the Reserve Bank of India. 
The licence should contain |)rovisions for the supply 
of periodical re|>orts showing separately their 
assets and liabilities in respect of their Indiai^ 
business to the Reserve Bank of India. It should 
also make it compulsory for them to invest' the 
money received on def>3sit from this coin try 
in tlie development of the Indian trade and 
industries. Indian depositors should have a 
prior claim upon the Indian assets of the hanks 
which should not be allowed to be transferred 
to foreign countries. They should also be pro- 
hibited to purchase any Indian bank and open 
branches in the interior of the country. The 
staff of these banks should be required to consist 
of Indians— an exception may he made in the 
case of the manager, 

Q, Explain the nature uf the business 

of Exchange Banks in India. What criticisms 
have been levelled against them ? iU. P. 1942) 


A. This question can be solved with the 
help of the answers to Qs. 141 and 142. 

Q, 145. A of Calcutta has occasions to make 
payments from time to time to B of London. 
Sometimes he forwards B a sterling draft pay- 
able in London, and sometimes he accepts a bill 
in the currency drawn by B payable in Calcutta, 
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Indicate how the indebtedness between the two 
coutUries created by these transactions is ntimntely 
settled. (U. P. 1943} 

A. Settlement of mdebtedness between 
India and England when a iterling draft ii 
purchased in India or a bill is accepted 
payable in India. When A purchases a bank 
draft ; he gives its equivalents in rupees to the 
bank issuing the draft and when B receives the 
draft he gets sterling in London. The result is 
that the bank in India becomes debtor to the 
Bank in London. But, banks in London also issue 
rupee drafts, and thus they become in their turn 
debtors to banks in India. Now, these debts and 
counter debts are set against one another and 
cancelled. If, however, there remains a balance 
it is sold to the Reserve Bank of India which is 
always prepared to do this business at fixed rates 
and in sums of not less than £10,000 at a time. 
Reserve Bank of India has got huge balances 
both in sterling and rupees. Besides, it has got 
an unlimited power to coin Indian currency. It 
can purchase sterling in England by selling its 
sterling securities. 

Similarly when A accepts a Bill payable in 
India, and makes payment, the claim of the 
English bank upon the Indian bank is cleared by 
a counter claim of the latter upon the former. 

APPENDICES 

I 
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1. American Express Co. 
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2. Banco National Ultramarino. 

3. Chartered Bank of India. Australia and 
China. 

4. Comptoir National D’Escompte de Paris. 

5. Eastern Bank Ltd. 

6. Grindlay and Co. 

7. Hongkong and Shanghai Banking Cor- 
poration. 

8. Lloyds Bank Ltd. 

9. Mercantile Bank of India Ltd. 

10. National Bank of India Ltd. 

11. National City Bank of New York.. 

12. Netherlands India Commercial Bank. 

13. Netherlands Trading Society. 

14. Thomas Cook and Son. 

II 

Supplementary Question 

Q. 1. What is the nature of the business of 
the exchange banks ? What criticisms have 
been levelled against them ? Give suggestions 
for improvement. 

(Please refer to the first part of the answer 
to Q. 141, the second part of the answer to 
Q. 142 and that to Q. 143.) 
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INDIGENOUS BANKING 

Q. 146. Indicate the nature of banking busi- 
ness performed by the shroffs. What su ggestions 
would you make to epend and popularise this^ 
business ? {U. P. 1931) 

A. The nature of the banking buiineii 
performed by shroffs. Shroffs are of two kJlhlwaf 
kinds— small and kothiwal. The main business shrotts. 
of a small shroff is that of a bullion broker. He 
executes orders for ornaments and advances gold' Business ot 
or silver to goldsmith^. His banking business 
consists of diseomiting, rediscounting and dealing 
in hundis of all kinds. [He also Jends money 
on promissory notes and sarkhats, on mortgages 
of urban Rouse property, and on the security of 
silver ornaments. One of his lines of business 
is the financing of small industries, e. g., silk and 
brass in Benares; ^ He occasionally receives small 
deposits. 

The kothiwal shroffs handle all kinds of Business a< 
above business in large scales. They also finance « kothiwnl 
the small shroffs. When in need of additional **’^®*^' 
funds they rediscount the hundis in their port- 
folios with the banks. Landlords also look to 
them for loans on mortgages of the estates. 

The business of the shroffs of both kinds is, 
however, now under decline. They are, there- DccIMiig 
fore looking for fresh lines of business. Some •'"deney. 
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are acquiring real estates, while others are taking 
to commerce. 

Suggeatiom to extend and popularise 
their business. These shroffs must begin 
accepting deposits. They should also use more 
and more of hundis in their dealings. This would 
provide for the automatic expansion and contrac- 
tion of^ credit in accordance with the needs of 
the country. The use of^ hundis will also bring 
abouf co-ordination between them and a liasion 
with the modern Jbanking. They may also 
combine and transform themselves into private 
limited liability companies. Fortunately, this 
tendendey is fast d eveloping in certain [)rovinces 
of the country. In places where there is no 
branch of a joint stock bank, some of them 
may be asked to combine and become tlieir 
agencies or branches on commandit principle. 
The joint stock bank would in such cases supfdy 
them with funds upto an agreed amount over 
and above their resources and local deposits 
and divide profits from that locality in a pre* 
arranged manner. In case of loss they would 
be held liable for the whole or a part. The 
lending bank, whilst retaining the advantage 
of limited liability would thus enlist the support 
of their local knowledge and experience. The 
Reserve Bank can also appoint them as its 
agent in places where there is no branch of a 
joint stock bank. They would surely come under 
control of the bank in such cases. 

The business of bill-broking is very impor- 
tant in England. It can be taken up by the 
shroffs here in India, v Borrowers unable to 
offer security would approach them for accep- 
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tance of their bills or hundis or opening of and 
guaranteeing commercial credit, etc. This svoald 
not only make them popular, arid facilitate 
the availability of credit to poo[)le not able to 
reach the joint stock banks directly but also 
solve the difficulty experienced by the joint 
stock hanks with regard to investment of their 
funds. Some of the big shroffs have adopted 
modern system of hanking. Others ma}' also 
do the same profitably. The Reserve Bank 
should provide facility of remittance to the 
shroffs on the fulfilment of certain conditions 
in the same way as it [jrovides it to the joint 
stock banks. 

Q 147* How do the indifienous bankets 
finance the inland tnide of India ? What 
sujijffestims would yon make with a viexv to link 
up indigenous bankiufj with the Imp trial Bank 
of India and joint stock banks ? {LKP, 1932) 

A, Financinir of inland trade by the 
Indigenous bankers. The indigenous bankers 
finance tlie inland trade of India to a very great 
extent. They enable both the agricultural and 
industrial products of the country to be brought 
to the market. Taking the internal trade in 
agricultural products first, broadly speaking, two 
methods are very jjrevalent. Firstly, the village 
■cultivators sell theii produce to the village 
moneylender who is also a trader and usually 
makes advances to the village cultivators at 
the time of sowing or afterwards. The village 
money-lender pays the cultivators in cash after 
deducting his advances. Then, he retains a part of 
the produce for local sale and sells the remain- 
der to a town trader. This town trader is, again, 
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also a banker or money-lender. He, in his turn, 
distributes the surplus to neighbouring towns. 
At this point hundis are sometimes drawn on the 
purchaser and discounted. Secondly, there are 
mandis where more advanced village cultivators 
bring their produce directly. Here, there are 
town traders, agents of indigenous banking houses, 
and representatives of exporting firms, all ready 
to purchase with cash. Then, there is the trade 
of other goods. Petty retail shop-keepers obtain 
funds from local money-lenders to buy goods 
from bigger merchants in their own towns or 
other important mandis. As the goods are sold, 
the loans are paid off. Large merchants get 
goods from big trade centres through arhatiyas. 
These discount their hundis, and grant them book 
credits for the goods sent to them after being 
purchased from the wholesalers. The arhatiyas 
usually employ their own funds in the business 
but raise money by endorsing their customer's 
hundis and rediscounting them with the joint 
stock banks whenever they are short of it. 

Link between Indigenous bankers and 
joint stock banks and Imperial Bank. The 

joint stock banks* keej) an approved list of indi- 
genous bankers with whom they transact business, 
in the form of granting cash credits or discount- 
ing hundis or the bills drawn by their traders and 
endorsed by them. Every banker on the list 
is assigned a certain amount of credit, which is 
determined by his financial standing and be- 
yond which as a rule, the banks do not dis- 
count the hundis or bills endorsed by him. Irv 
practice this limit is .seldom exceeded, as the 
indigenous banker usually prefers to invest his 
own funds. It is only when he falls short of 
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these he approaches the banks. There is, 
however, difficulty with regard to the distinc- 
tion of trade bills from finance bills. Emer- 
gence of documents of title to goods, e, g., ware 
house receipts, etc., would improve the position. 
It is with this purpose in view that the estab- 
lishment of licensed warehouses has been so 
often recommended. Greater use of hundis and 
their frequent discounting would go a long way 
to link the indigenous bankers with joint stock 
banks. They may also be made their agents in 
places where there is no sub-agency or branch 
of theirs to carry on banking business on their 
behalf. This would enable the indigenous bankers 
to receive funds from the joint stock banks. 
Profits will be shared between them in an 
agreed proportion. Losses, if any, may be 
borne up by the joint stock banks to a limited 
extent. They can also obtain better terms by 
combining themselves in the form of private 
limited companies. 

The relation between the indigenous bankers 
and the Imperial Bank of India is confined to 
granting facilities for remittance and financing 
them by discounting or rediscounting their bills 
and granting them advances in other ways similar 
to the lines followed by joint stock banks. 
The position can be improvq^ by following the 
lines already suggested for linking them up 
with the joint stock banks. There is a great 
field for making them work in those places where 
it has no branch of its own or where there is no 
branch of any bank at all. 

Q, i4S. Analyze Home of the principal defects 
of indigenous banking in India. How far are 
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such defects likely to be remedied by the recent 
development of the Reserve Bank of India*? 

(U. P. ]9Se) 

A. Princial defects. One of the principal 
defects of indigenous banking in In iia is that 
their business hardly constitutes ‘banking’ as 
it is understood in the modern bmking world. 
The indigenous bankers have comparatively 
little deposits and hence they do not deal 
appreciably in other people's money which is 
the unfailing characteristic of modern bmking. 
The important effect of this is that the national 
savings of the country, in place of being con- 
served together as bank deposits and nude avail- 
able for developing the natural resources of the 
country, lie useless as hoards hurried underground, 
or in the shape of ornaments. 

The main business of theirs is money-lend- 
ing. It also has certain concomitants, e, 
usurious rates of interest, coin|)oun(l interest, 
dishonest dealings, lending for unproduclivei pur- 
^x)ses, which result in misery of llie debtors. 

Another unfortunate feature of indigenous 
banking is that relating to the absence of a dis- 
count market. Trade and industry are financed 
under cash credit system and a large volume of 
actual currency is required. Its transfer and 
retransfer from one centre to another involves 
much exjjense and trouble. Besides, the small 
use of hundis me.in5 the absence of discount 
market, a most effective means of connecting 
them to the joint stock banks. 

*Thc question has been dealt with in the light ct the 
working ot the Reserve Bank o1 India as it has since then 
been established 
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Then, the indigenous bankers neither control 
nor are controlled by the joint stock banking 
system in the country. There is no liaison bet- 
ween the two systems, and therefore, no effec- 
tive leadership. The indigenous bankers work 
practically in individual units. It is only in 
‘busy seasons that they take advantage of accom- 
modation which the joint stock banks are prepared 
to grant them. Hence bazar rates are indepen- 

dent of bank hundi rates. Due to the lack of 
unity, indigenous bankers keep their own reserve 
and joint stock banks, their own. In fact in- 

digenous bankers need not keep any reserve as 
their li ibility is not a demand liability, and this 
can be brought about only if they begin to de- 
pend upon joint stock banks for accommodation. 
As the reserves are scattered, it is not easv to 

move thein from a centre where they are in 

excess to a centre where they are in demand. 
The position with regard to the reserves may 
be su nmed.up in two words —scattered and immo- 
bile. 

Effects of the establishment of the Re- 
serve Bank. These defects have not been re- 
medied to any extent by the development of the 
Reserve Bank of India. It has failed to bring 
them under its control. The open market policy 
of the Reserve Bank of India has not been suc- 
cessful for tlie simple reason that an open mar- 
ket has not come into being in the country. 
There are two markets-indigenous and modern. 
Indigenous market has got to do very little with 
the modern market. Mostly indigenous bankers, 
as has already been been, depend upon their own 
funds. They seek for accommodation from joint 
stock banks only during busy seasons. The in- 
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digenous bankers do not use bills to any appre* 
Sdtemc ciable extent. The Reserve Bank of India circu- 

tHe lated a scheme for linking of indigenous bankers 

tlon’u^er it. No action has, however, been taken in 

consldera- this respect so far. Unless and until something 
is done to place restrictions upon their business 
and get periodical information from them no- 
thing can be done. 

I Q?}149. What HUfifi€Stion» would ifou make 
view to mak^ indigenous banking more 
popular and useful than it is at pre'<ent f 

{II,P. t9SS) 
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A. Suggestions to make it more popular. 

Indigenous banking can be made more popular 
and useful than it is at present by removing all 
its defects. Firstly, the indigcjnous bankers do 
not receive deposits. They should do so, as the 
chief characteristic of modern banking is using 
other people’s money, iiul unless tin*} receive 

deposits they cannot do thi^. At present, 

they use only their own money. They ought 
also to |)rovide cheap credit and that too, for 
mostly productive purposes. The .indigenous 
bankers charge a very high rate of interest and 
comjwund interest. In fact, there is a greater 
demand for money than its supply, and conse- 
quently it is but natural that they charge high 

rates of interest. If they begin receiving de- 
0bsits, they shall he able to lower their rate of 
interest. They can do this also if they are 

enabled to receive funds from joint stock banks. 
These days, they have got a surplus of it. Be- 
sides, they can obtain any amount of it from 
the Reserve Bank of India on the basis of com- 
mercial papers. For this purpose, it is necessary 
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that indigenous bankers should seek more of 
accommodation from them. At present, they 
seek for it only during busy season. And in 
order to seek for more accommodation from 
the joint stock banks, they shall have to use 
more of bills or hundis in their dealings with 
their borrowers than they do at present. Most 
of the dealings of the indigenous bankers is now 
on cash credit basis. This ought to be substi- 
tuted for by bill accepting and discounting. The 
use of hundis has been in vogue from times 
immemorial in this country but it ha^ generally 
been restricted only to the transfer of money. 
Its use for manufacturing credit has been very 
little. In order to encourage it stamp duties 
on these shall have to he reduced.* The 
language of the hundi is far from being simple. 
It shall have to be simplified. In case printed 
hundi forms are made available in each post 
office, the advantage may be taken of by the 
public. 

The indigenous bankers shall transform them- 
selves into lirpited liability companies. Those 
whose business is very limited may combine 
with advantage. Country bankers of England 
did this and banking has been consolidated in 
that country. The same can he done here. The 
different owners may act as directors and mana- 
gers in the combined businesses. They shbuld 
alsQ form District Associations, Provincial Asso- 
aations and an All-India Association so that they 
may be able to make their voice heard. At 
present the opinion of the people is very much 
biased against them. In order to create an 


*Since this was written, stamp duty has been reduced. 
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atmosphere favourable to themselves, they ought 
also to stop the various mal- practices adopted by 
them. Indigenous bankers would do well to take 
up to the modern methods of banking. Some of 
them have already done so. They allow the use 
of cheques to their customers and issue pa.ss 
books. Others may also follow them. They can 
also increase their business by beginning to under- 
take all those kinds of business which the joint 
stock banks undertake. 

Reserve Bank of India should a[i point them* 
as its agent in places where there is no branch 
of Imperial Bank or a joint stock bank on the 
fulfilment of certain conditions. Joint stock 
banks may also give them their agency on Com- 
mandit Principle. 

Q. 150. Dmribe hrmjhj the /unctions of 
indigenous bankers. Point out the criticisms 
that have been levelled against them. Suggest 
remedies to remove those defects. (IP P, 194 

A, This question can be solved with tlui 
hel[) of the previous questions, 

/Q. 151. Attempt a critical note on the pro- 
hlem of linkimj the indigenous bankers with the 
Peserve Bank of India. * ( Calcutta, 

A. The problem of linking the indi- 
genous bankers with the Reserve Bank of 
Indio. The Central Banking Enquiry Com- 
mittee showed the necessity of linking the 
indigenous hankers with the Reserve Bank of 
India, and for this purpose it laid down certaii> 
conditions which must be fulfilled by them 
before t)eing eligible for it. The Reserve Bank 
of India has, however, been established, but nothing 
has been done so far to link them to it. The 
Section 55 (1) of the Reserve Bank of India Act. 
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prescribed that “the Bank sball» at the earliest 
practicable date and in any case within three 
years from the date on which this chapter comes 
into force (i. e., on or before the 31st December, 
1937J, make to the Governor- General in Council a 
report with proposals if it thinks fit on the follow- 
ing matters, namely 

fa) The extension of the provisions of this 
Act relating to scheduled hanks to persons and 
firms, not being scheduled banks engaged in Bri- 
tish India on the business of banking, and 

lb] The improvement of the machinery for 
dealing with agricultural finance and methods for 
effecting a closer connection between agricultural 
enterfn'ise and the operations of the hank “ 

I’art (a) refers to indigenous bankers but to 
the extent they finance the movement of crops 
and also provide credit directly and indirectly to 
agriculturists, they are an agency for supplying 
agricultural finance, and thus the question of their 
improvement and the co-ordination of their activi- 
ties with the Reserve Bank is also partly included 
in part (b) of the terms as well and hence the two 
terms were inter-connected. 

The bank in fulfilment of the above require- 
ment released what are known as a Preliminary 
Report and a Statutory Report in December, 
1936 and 1937 respectively. The two reports 
may be regarded as complementary and covered 
much ground. As a step towards controlling the 
rates of interest and the M oney-lenders’ methods 
of business they suggested legislation for the regu- 
lation of the business of money-lending and some 
of the Acti in this connection enacted since then 
were based on the suggestions contained therein, 
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Concrete proposals were also made to the repre/ 
sentat/ves of indfgenous bankers and others with 
a view to link them to the Reserve Bank of lodk 
They were, however, not new and were J based 
on the recommendations of the Central Banking 
Enquiry Committee, Very briefly they suggested 
that if the indigenous bankers were to come into 
practical relationship with it, they will have to form- 
alise their methods of business on lines approximat- 
ing to joint stock banks, and in particular, develop 
the deposit side of banking activities. From the 
replies received thereto, it may be concluded that 
they all disagrjeed with the suggestions regard- 
ing the taking of deposits and giving due publicity 
to accounts. There was no doubt, agreement on 
various other points, e.g,, the maintenance of 
accounts in approved form and giving up of 
speculative business. They were also not prepared 
to confine themselves to banking business only. 
They felt that in some cases the stoppage of a 
non-banking ancestral position would invalue not 
only the closing of a lucrative source of income, 
but might be below to the prestige of the indi- 
genous bankers concerned in their locality. This 
seems to be truly speaking a correct view. It 
may also be said that there seems to be no valid 
ground for the insistence of the Reserve Bank of 
India on the indigenous bankers* receiving deposits 
when they perform many of the other banking 
functions. In fact, we do not understand why 
should so much stress be laid out only on this 
function on the lines of the English banking 
system. Can India not follow the system it has 
evolved after an experience of centuries ? The 
indigenous bankers themselves are anxious to 
take a leading place as bankers in the life of the 
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country, as important as th^ had in the past 
The difficulty arises, however, because of the 
different view taken by those who are the 
masters of the destiny of the country. In fact, 
they being alien cannot be impressed with what 
is indigenous and must regard their own methods 
and agencies useful. The attitude of the bank 
must change with regard to this question. It is, 
however, very necessary that thejindigenous bankers 
too must change their methods of business with 
a change in the time, and attain a standard 
worthy of the membership of a central bank. 

There is, however, one more suggestion men- 
tioned in the Statutory Report, and this may 
result in ultimately bringing the indigenous ban- 
kers in direct relationship with it without com- 
pelling them even in the least to modify the 
essential character of their business or to submit 
to unduly rigid restrictions. We already know 
that they have been accustomed to the use of 
hundis for long. In case they augment it, a bill 
market can be developed in this country. The 
bank has promised to extend its open market 
operations to hundis also, and this would surely 
bring at least the important ones in close touch 
with it. So far, the stamp duty on these instru- 
ments had been on a scale which made any aug- 
mentation in their use impossible, but since 1940, 
it has been reduced and now at least one of the 
impediments to it has been done away with. 

Q 152. What is the difference between a 
modern hank and an indigenous bankers ? Enu^ 
merate the kind of business that the latter tran- 
sacts, {Rajputana board) 

A, Difference between a modern bank 
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and an indigenous banker. A modern bank 
is quite different from an indigenous banker as 
is evident from the following ;'-(!) While a mo- 
dern bank deals to a very great extent in other 
people’s money, an indigenous banker mostly 
deals in his own money. This is quite clear 
from the fact that ' while the former receives 
deposits from the public, the latter rarely does 
so. As a result of this, we may say that while 
the former encourages thrift and develops in- 
vestment habits of the people, the latter does 
not do anything of the kind. (2) While with- 
drawals from a modern bank do generally take 
the form of cheques, ’those from an indigenous 
banker do usually take the form of cash. From 
this, it may be concluded that while the former 
creates credit money, the latter does not do so 
at all. (3) While a modern bank confines its 
bu.siness only to banking, an indigenous banker 
combines it with trading and other businesses 
al.-io. While a modern bank advance^ money 
only on what are known as easily realisable se- 
curities, an indigenous b inker advances it also 
on immovable pro[)erty. Then, almost all|the loans 
of • modern bank are secured, but as against this, 
quite a large number of those bf an indigenous 
banker .ire’unsecured. Further, while a modern 
bink grants loans generally for a short period and 
productive purposes, an indigenous banker does 
so also for a considerable long period and unpro- 
ductive purposes. (5) While a modern bank 
charges low rates of interest, an indigenous ban- 
ker’s rates of interest are exhorbitant. The latter 
is rapacious and noted for his usury and other 
malpractices. (6) While the methods of business 
of a modern bank are the most up-to-date, those 
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of an indigenous banker are much antiquated. 
As a corollary to this, it may be said that 
while the establishment charges of the former 
are very nigh, those of the latter are consider^ 
ably low. Again, there is a vast difference bet- 
ween the dealings of the two. It is perhaps due 
to the fact that while the clients of an indige- 
nous banker are mostly his own neighbours 
belonging to his own kith and kin, those of the 
latter, are quite unfamiliar to him. In many of 
the modern banks, we have got European mana- 
gers who do not follow even the language of 
many of their clients, what to say of being familiar 
to them, and establishing a personal touch with 
them. (7) While the clients of an indigenous 
banker need feel obliged to him for granting the 
loans, those of a modern bank have not got to 
do anything like that. The relation between 
the latter is nothing but of equality. (8) While 
indigenous banking takes mostly the form of an 
individual concern, modern banking usually takes 
the form of a joint stock company. Again, while 
an indigenous banker scarcely has any branches 
or at the most only a few, a modern bank has 
generally a number of branches. Further, the 
number of the former is very huge, but that 
of the latter is very limited. Finally, the former 
have no organisation of their own, but the latter 
have important organizations. 

Kinds of businesses transacted by an indi- 
genous banker. An indigenous banker trans- 
acts very useful banking businesses. He plays a 
very predominant part in financing agriculture, 
internal trade and small cottage industries. About 
90% of this business is in his hands. This in- 
volves buying and selling remittance, discounting 
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hundis, and advancing loans against stock in 
trade. He finances internal trade by granting 
cash credits and advancing on the security of 
the produce. Hundis too are 'discounted, if any. 
He finances artisans by supplying them with 
raw material or money for the purchase of the 
same. Finally, all the consumption loans are 
mostly provided by him. 

Q. 153. Describe the indigenous binking 
system of India. What measures would you 
advocate to co-ordinate the same with the mo iern 
banking system prevalent in the cities. 

(Allahabad^ 1941) 

A. A description of the indigenous bank- 
ing system of India. The word *indi:.;enous' 
meaning ‘native born or ‘produced naturally in a 
country', the term indigenous banking may be 
applied to a system of dealing in money evolved 
in this very country. This may be taken to 
mean the system of banking in contrast to alien 
or foreign which comprises of modern banking. 
From this, it follows that the people doing busi- 
ness on the lines of English system of banking 
though belonging to this country cannot be called 
indigenous bankers. The term can be applied 
only to such as have been doing business on pure- 
ly Indian system. Now, this we must remember 
does not make any distinction between money- 
lending and banking. Efforts have, however, been 
made by modern Indian writers to distinguish one 
from the other, but the result has been a complete 
failure. If in spite of this we insist upon differ- 
entiating between the two, we may say as Dr. Jain 
has said that ‘In common us in India, the 
distinction between them is generally based on 
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the working capital/ In case it is small, it is 
money-lending and in case it is big it is banking* 

Money-lending pure and simple means 
the business of lending money. This is practised 
both in villages and towns. In villages, there 
are banias and mahajans only and in towns there 
are besides these sahukars, shroffs or sarrafs and 
kothiwals. The banias belong to different castes 
and deal usually in grains and provisions. They 
lend both in the form of money and kind. The 
mahajans are also akin to banias with the only 
exception that they command a higher prestige 
than the latter. A sahukar is also equivalent to a 
mahajan, though as compared with him he is usu- 
ally a financial magnate. He advances money on 
land mortgages as well. The shroff or sarraf is pri- 
marily a bullion dealer. Besides lending money, 
he also deals in hundis and sometimes receives 
small deposits too. All these functions may also 
be performed by wholesale grain, ghee, sugar, 
cloth and other dealers. The kothiwal is usually 
a zamindar or business and industrial magnate 
performing the more important of banking , func- 
tions. In addition to the above fixed or station- 
ary money-lenders, there are also what may be 
known as itinerant peripatetic money-lenders, 
who go by the names of quistias, rahtiwalas, 
ugahiwalas, hundiwalas, kabulis, harhiyas, beoparis, 
banjaras, behwaris, pheriwalas, khandsali^ and, 
chettis, etc. Over and above the professional, 
money-lenders described so far, there are a number 
of amateur money-lenders as well. 

The methods of the business of the money- 
lenders are very cheap and simple. The establish- 
ment is neither costly nor imposing. The methods 
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of accounts too are very simple though, at the same 
time accurate and efficient. There are various 
systems of money-lending. The following are, 
however, very common money-lending on the 
basis of a promissory note, or a raseed, or a 
dastavea or a ticket bahi. Then, it may also be 
on the basis of kist or rujahi. From the point 
of view of security, it may be hatudhar, or girvin 
or rahan. 

Some of the indigenous bankers besides lending 
money also carry on other banking activities. 
They finance agriculture indirectly. In fact, it 
is not practicable for them to establish direct rela- 
tions with the peasants as they live mostly in 
urban areas. Hence, they catch hold of the 
money-lenders and traders who receive accommo- 
dation from them and bring the crop produce 
in its stead. In recent years, they have begun 
taking interest in mill industries as well. Quite 
an appreciable number is being run under their 
management. As far as the financing of cottage 
industries is concerned, it has, however, been from 
the beginning mainly in their hands. As a rule, 
the artisan has a very small capital of his own. 
The money-lenders and indigenous bankers supply 
him with the raw material and generally make 
. it obligatory upon him to sell the entire product 
to them at a price which is considerably lower 
than what it ought to be. Further, agricultural 
products are brought to the market oy their 
assistance. They help the distribution of other 
goods also. These people do not act only as 
commission agents and keep the goods on behalf 
of others by paying for them for the time being, 
but also enable the actual sellers and purchasers 
in transferring money from one place to another by 
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issuing demand hundis or discounting them. 
They receive very little of deposits, however, from 
the public. When they do it, it is mostly with a 
view to oblige friends. Inter-borrowing is of 
course very common. 

Measures to be taken for co-ordinatinf 
the above with the modern banking system 
prevalent in the cities. First of all, indigenous 
bankers should be linked with the Reserve Bank 
of India, the premier bank of the country. Such 
a link will surely result in the co-ordination of 
the activities in the two markets, viz., indigenous 
money market and the modern money market 
which exist in the country. This will also result 
in the raising of the standard and improving of 
the activities of the indigenous bankers. Then, 
they have in recent years lost the deposits they 
had in past years. Whatever might have been 
the reasons for the weakening of the old system, 
linking is expected to encourage more deposits 
being withdrawn towards them. Next, banking 
business of the indigenous bankers will also mcrease 
as a result of this relationship and hence they 
may be able to shed their non banking business 
gradually. Another advantage will be that they 
will become eligible for obtaining loans and 
advances and discount facilities from the Reserve 
Bank. Finally, it will also offer them remittance faci- 
lities. 

Their relationship with the Imperial Bank and 
other commercial banks should also be improved. 
The latter maintain, ^t present, an approved list 
of the former, and continue their dealings with 
only such of them as are mentioned therein. 
This is really a very serious defect of Indian 
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banking system and has resulted in the segrega- 
tion of the two important credit agencies whose 
co-ordination would be of the utmost benefit for 
trade and industry of the country. Even in the 
case of the indigenous bankers included in the 
approved list, it may be said that these banks tio 
not do much for them as well. They are given 
discounting facilities, but in the mtijority of cases 
accommodation is sought occasionally, as it is not 
made available to the extent of the requirement. 
In f .ct, a prescribed limit is placed against the 
name of the particular party in the approved list 
and this cannot be exceeded at any time whatso- 
ever. They are in short treated just like ordinary 
customers. 

In conclusion it may be said that the position 
is not at all sati.sfactory, and efforts must be 
made by all the parties concerned to im|)rove it. 

Q. 154, Give a brief outline of the Sahukari 
or Mahajani System in any locality with which 
you may be familiar. Comment upon its useful^ 
ness and otherwise, (U, P. 1933) 

A, Description of Sahukari business in 
and near about Allahabad. There are a num- 
ber of important mandis near about Allahabad — 
the important ones are those at Sirsa, Rajapur, 
Jasra, Bharwari and Khaga, etc. There are some 
very respectable mahajans at Sirsa and Rajapur. 
They collect grains from the neighbouring villages 
and pay hard cash. Then, they hold stock either 
on their own behalf or on that of their customers 
and send it to far off places like Calcutta and 
Bombay. The Imperial Bank of India accom- 
modates them at Rajapur, and other banks at 
other places. These banks invest a good deal of 
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money at these places, on the basis of hundis, 
cash credits and overdrafts. The mahajans at 
places where there are no banks have to depend 
mostly upon their own selves. The modern banks 
do not accommodate them to any appreciable 
extent. It is obvious from this description of the 
business done by these mahajans that they render 
valuable services to the agricultural industry and 
trade. Bi’sid ?s, they also grant loans to neigh- 
bouring people— some of whom are petty maha- 
jans and others are consumers themselves includ- 
ing the cultivators. They do not receive deposits. 

Coming to Allahabad city itself, there are 
zamindars, grain-dealers, ghee and sugar mer- 
chants and shroffs doing the Imahajani business. 
No doubt, many have given it up due to evil 
days and others are simply lingering on against 
competition with the Imperial Bank and other 
joint' stock banks. Use of hundis (or remittance 
purposes has receded to the back-ground. Joint 
stock banks charge one anna per cent for issuing 
draft while these indigenous bankers do it at not 
less than two annas per cent. Most of them have 
also closed their branches and given up connec- 
tions at other places. They were formerly neces- 
sary but now modern banks afford every facility. 
If, however, they hold hundis on other accounts, 
they sell it to those who wish to remit money. 
Mostly, they sell it to modern banks. 

Hundis generally arise either out of a pur- 
chase or sale on commission basis or for finan- 
cing purposes. People place orders for purchase 
on their behalf and undertake to pay in part by 
means of hundis immediately. The balance is 
r ealised on delivery. These hundis are sent to 
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bank lor collection. People write hundis upon 
their owi> selves also and give it to some maha- 
^an for its present worth. The difference between 
tne face value and present worth is known as 
batta. The mahajan sells it to modern banks, 
if and when he needs accommodation. Thus 
we-see that the mahajani business plays a very 
^jjjifjortant part even these days in purchase and 
^.sale of goods and in financing the people having 
credit in the market. 

The mahajans grant loans of other kinds as 
well. They may be on the basis of a sarkhat, 
or jewellery pawned with them. In many cases, 
they are simply personal loans. They do not 
encourage deposits with them. It is, in fact, by 
way of obligation that they receive it. Many of 
the widows of Hindu families have their money 
with these mahajans who give 6% interest. 
But, this they do, perhaps, to help them. No 
doubt, there are many sahukars who would 
welcome such deposits but they are not trust* 
worthy. 

Q. 155. Show the inter -connect ion between 
the indigenous system of banking and the modern 
joint stock banks with special reference to any 
commercial centre in U. P. (U. P. 1933) 

A. [An answer to this question can be given 
with the help of the answer to Q. 154.] 

APPENDIX 

SUPPLEMENTARY QUESTIONS 

Q. 7, What do you mean by the term llndige- 
nous Banker ? Briefly expliin the part played 
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by him in financing trade and industries of India. 

{Rajptdana) 

(Sufficient information is available in the ans- 
wers to previous questions on this topic to 
enable the students to solve this particular 
question.) 

Q. 2. What is the difference between a modern 
bank and an indigenous banker ? Enumerat all 
kinds of business that the latter transacts.) 

(The students are referred to the answers of 
the previous questions on this topic.) 
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CREDIT CO OPERATIVE ORGAN!- 
STATION 

Q. Describe briefly the constitution, funo- 
turns and advantages of a co-operative credit 
society. How does it secure its loanable funds ? 
How is it helped in this matter by the central 
co-operative agencies ? {U. A 1939) 

A, Constitution. A co-operative credit 
Focietv may be rural or urban. If rural, it is 
organised on the Raiffeisen model, and if urban, 
on the Schulze-Delitzsch model. The main fea- 
tures of a rural co-operative credit society are 
limited area of operation, lack of share capita), 
unlimited liability, non-issue of loans to non-mem- 
bers and for unproductive purposes, indivisibility 
of profits and honorary management. The urban 
co-operative credit society has just the opposite 
features, viz., a wide area of operation, existence 
'of capital, limited liability short term loans, 
divisibility of profits and paid management. 

A co-operative credit society is a voluntary 
association of ten or more persons living in the 
same village or town or of the same tribe or caste. 
If the four-fifths of the members are agriculturists, 
it is rural, otherwise urban. Rural societies and 
urban societies are known by the terms limited 
and unlimited liability societies respectively since 
the passing of the 1912 Act. All the members 
of such societies form their respective general 
bodies. An executive is also elected by the mem- 
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bers from amongst themselves. The society may 
have a small share capital subscribed by the mem- 
bers or only depositors. Entrance fees are also re* 
quired to be paid by them in some cases. The 
management is carried on democratic basis- 
each member having one vote irrespective of 
the number of shares held or the amount of de- 
posits made by him. The society maintains a 
list of the properties of its members known as 
Haisiyatnama and loans are granted in accor- 
dance with it. 

Functions. The functions of co-operative 
credit societies are to provide the members with 
cheap and easy but controlled credit, and to 
teach them the causes of sufferings in matters 
of credit and thereby to show them as to how 
they can themselves become self-dependent for 
all t!ie ordinary needs of production by the 
exercise of thrift, self-denial and methods of 
business. 

Advantages. The advantages secured from 
them are of diverse nature. First of all, they 
provide facility of credit and are a cure of indeb- 
tedness. In our own country, they have, besi- 
des cheflpning credit to their members, also com- 
pelled the money-lenders to reduce their rates 
of interest for fear of being ousted out altogether. 
They also improve the character of their mem- 
bers and inculcate in them such virtues as punc- 
tuality, thrift and self-help. Much of litigation 
which results in a drain of time, energy and 
money of the poor, is stopped, and disputes are 
settled by arbitration. As men of loose character 
and doubtful morality are not allowed to become 
member^ of the society, moral degradation of 
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the people is corrected to some extent. Then, 
they have their educative and administrative 
values. A member of the society attends its 
meetings, and understands its rules and regula- 
tions, This provides him with a civic sense 
which will go a long way to make democracy 
successful in the country. Finally, the principle 
of unlimited liability calls for mutual vigilance. 
Extravagance on ceremonial occasions is held 
in check. As a part of the profits is required 
to be spent for charitable purposes, they have 
brought about improvement in drainage system, 
digging of wells, provision of medical relief 
etc. 

Funds. It has been seen that the members 
subscribe to the shares, make deposits and pay 
entrance fees. These provide for their finance, 
They secure loans from central co-operative 
banks as well with whom they are ultimately 
federated. Governments also grant them loans. 
Finally, they maintain a reserve fund out of 
their profits. This is very helpful to them. 
The central bank grants them loan to the extent 
of twice the value of the total Haisiyatnama of 
the members. The interest charged ordinarily 
is 12% and the loan is made on the joint respon- 
sibility of all the members. 

Q. 757. Describe the constitution and func- 
tions of Primary Co-operative Credit Societies. 

(Rural) 

To what degree have they helped the peasant 
in the province ? Suggest means of further im- 
provements. (ij. P. 1934) 

A. [For answer to the 1st part of the ques- 
tion please look to the answer to Q. 156.] 
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Conditions in U. P. U. P. is very backward 
with regard to co-operation. Its number comes 
twelfth with regard to number of societies per 
1 lakh inhabitants amongst all the provinces of 
the country--it being 16 6 per 1 laith inhabi- 
tants. From the point of view of number, it 
is fourth with 8337 societies. In total number 
of members it stands fifth with 260,908 members 
and 15th with regard to number of members 
per 1,000 inhabitants. It being 5*2. Its total 
working capital is Rs. 257 lakhs, and 8 annas per 
head of population. These figures are for the 
year 1936-37. 

Inspite of the backwardness of the movement 
in the province, it has helped the peasants a 
good deal. A large amouni of capital has been 
provided to them at reasonable rates of interest. 
This is an organisation which can go a good 
deal to relieve the cultivator of that burden 
of usury which he has borne so patiently 
throughout the ages. Where 'the co-operation 
is strongly established, there has been a general 
lowering of the rate of interest charged by Hhe 
moneylender. In fact, his hold has everywhere 
been loosened due to the fear of the opening 
of a society. It has taught thrift to the extra 
vagant and improvident people. Besides, they 
get the training of managing their own affairs. 

Suggestion for improvement. Various sug* 
gestions have been made for their improvement. 
First of all, this movement in India has been 
an official movement. The aim of co-operation 
being self-help, de-officialisation of the movement 
is very necessary. But so long as a reliable 
public body does not take up the work, Govern- 
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ment control seems to be necessary. Patient 
and persistent education in the meaning and 
principles of co-operation is very necessary to be I. 
given to the members of the primary co-opera- 
tive societies. This can be possible only by 
having a well-trained staff Then, there is a 
complaint to the effect that over-dues have been 
accumulating. To avoid this a careful scrutiny 
of the purpose of the loan must be made every 
time it is granted. Audit, supervision, and ins- 
pection of societies should also be very thorough 
and for this purpose District Unions may be 
formed. Delay in granting loans to members , 
should be, as far as possible, avoided. In fact, 
much depends upon the staff and hence a good 
training and selection of the same is a keynote 
to success. 

jQ. 758, What conditions in your opinion 
are essential for the success of co-operative credit 
societies in India ? What are the sources from 
which primary credit societies secure their finan- 
ces ? (U. P. 1941) 

A, Conditions essential for the success 
of co-operative credit societies in India. 

Answer to Q. 157 under the heading: Sugges- 
tions for improvement. 

Sources from which primary credit socie- 
ties secure their finances. Answer to Q. 156 
heading funds. 

Q. 159, Describe briefly the working of a 
primary credit society in India, What are its 
advantages to the agriculturists ? (Rajputana) 

A. Working of a primary credit society 
in India. All the members of a primary credit 
society, whose number cannot be less than ten 
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form a general body, and elect from amongst 
themselves the office-bearers who form the execa* 
tive. The number of the members and the area 
of operation of these societies are as far as possible 
kept very much limited with a view to avoid 
a detcriciration inefficiency. The li ibility of the 
members is unlimited unless an exception is 
granted by the Government. The society obtains 
the w >rking capiul in the shape of entrance fees, 
de[)osit by members and surplus in the form of a 
reserve fund. It may also have its share capital 
Tlie^e arc supplemented bv loans and deposits 
from other societies, from Government and from 
Central and Provincial Co-operative Banks. 

The society maintains a list of the properties 
of its members known as Hiisiyatnama and loans 
are grmted to them in accordance with it. When- 
ever a member wants a loan, he puts in an 
apjilication to this effect before the executive 
which decides each case on its own merits. No 
member cm get a loan for a larger amount 
than what is justified by the records in the Hai- 
siyatnima. These loans are granted only for 
productive purposes, all decisions being arrnod 
at strictly on democratic lines. One member 
has only one vote in spite of the nur her of 
shares he may have. The members of the execu- 
tive are not entitled to any remuneration, and the 
whole work is carried on honorarily. Debts ire 
to be repaid in ea>y instalments, uhich coin^de 
with the harvesting time. A great stress is laid 
upon punctuality. 

In the absence of a share capital, the entire 
profit is carried to the reserve fund. But inhere 
there is share capital, a part is allowed to be 
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distributed as dividend A fraction of the total 
net profit is also required to be spent for charit- 
able purposes. 

The working of the society is subject to strict 
supervision. There is a large staff under each 
provincial registrar for this work. 

AdvantaRCs to agriculturiata. The advant- 
ages of these societies to agriculturists are many. 
First of all, they provide facility of credit and 
are a cure of indebtedness. Then, they limprove 
the character of their members and inculcate in 
them such virtues as punctuality, thrift and self- 
help. I hey have also got their educative ** and 
administrative values inasmuch as members 
attend meetings, study the rules and manage tthe 
societies. Finally, the principle of unlimited 
liability calls for mutual vigilance which fact 
alone holds much extravagant expenditure in 
cheque. 

Q. 160. Briefly explain the functions of 
the Co-operative Credit Societies. (U. P. 1941) 

A. This question can be solved with the help 
of the previous questions on this topic. 

Q. 161. Carefully describe the constitution 
and functions of a Primary Credit Society in 
India. 


(U. P. 1943) 

A. For an answer to this Q., please look 
to the answers to previous questions on this 
topic. 
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APPENDIX 

Supplementary Question 

1. Distinguish indigenous, co-operative and 
joint stock banks from one another so as to ibring 
out their peculiar features in relation to aims, 
constitution and working. 

(Punjab, B, A.) 

(The students are referred to the previous 
three chapters.) 
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IMPERIAL BANK OF INDIA 

JQ. 162, Examine the position of the Imperial 
Bank of India in the Indian money market with 
reference to its relation to the Reserve Bank of 
India, [U. P, 1940) 

i4. Position of the Imperial Bank of 
India in the Indian money market. The 

position of the Imperial Bank of India is supreme 
in the money market of this country. It has the 
largest number of branches, the biggest amounts 
of capital and deposits. It is the sole agent of 
the Reserve Bank of India in all places in British 
India where, at the commencement of the Reserve 
Bank Act, there was a branch of the Imperial 
Bank and no branch of the Reserve Bank, It is 
because of this special relation of the Imperial 
Bank with the Reserve Bank of India that it has 
secured certain concessions from it, and the joint 
stock banks regard it as an unfair competitor, 
Before the establishment of the Reserve Bank 
of India, it had, however, even more concessions 
granted by the Government of India, because of 
its position as a central bank of the country. In 
lad, neither before the establishment of the 
Reserve Bank of India, nor after it, the Imperial 
Bank of India has ever been regarded as a friendly 
supporter of the joint stock binks, and tiiere has 
never been any close connection between it and 
them. It does the same kinds of business as the 
joint-stock banks do. It receives deposits from 
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the public and gives interest on them. Imperial 
Bank of India has, however, never given any 
interest on current account deposits, though it 
is allowed by certain joint stock banks. But, in 
spite of this fact it has the largest amount of 
deposit on current account also. This is perhaps 
due to the confidence it inspires because of its 
special relations formerly with the Government 
of India, and now with the Reserve Bank of 
India, and also due to its having the largest 
number of branches in the country. A bank, 
having larger number of branches, proves to be 
more useful to its cutomers for the transference 
and collection of money, etc., than any other 
bank. There were certain restrictions placed 
Upon the kinds of business it could do by the 
Imperial Bank Act of 1920 but they have now 
been, since the establishment of the Reserve Bank, 
cither slackened or removed altogether. It b, 
now, free to buy anid sell foreign bills of exchange 
of usance not exceeding 9 months, if they relate 
to the financing of seasonal agricultural opera- 
tions, and 6 months in other cases. It can also 
open cash credits, receive deposits and borrow 
money outside India. It can, again, make advan- 
ces against goods hypothecated to it instead 
of being restricted to advances only against 
goods, which are in its possession or the docu- 
ments of title which were deposited with it. 
Besides, it can make advances and open cash 
credits on the security of the shares of the 
Reserve Bank of India, or of debentures issued 
under the authority of the Municipal Board or 
Committee, or with the sanction of the Governor- 
General ip Council or of debentures issued under 
the authority of the ruler of an Indian State, or 


Insplicf 

lufflcicnt 

confldenee. 


Very usctnl 
to its custo- 
mers. 


Removal ot 
certain fas- 
trictions or 
slackenifif 
ot others. 



358 


BAHEIHG MADS-BASY 


Compcti- 
tIoQ with 
exchange 
banks 
allove^cd. 


ttelitlon 
with pro- 
vincial and 
central 
co-operative 
banks. 


Its relation 
with the 
Indieenoui 
bankers. 


subject to the directions of its Central Board, or 
of debentures or fully paid shares of companies 
without limited liability in India or elsewhere. 

It is obvious from the above that it can also 
undertake exchange operations and thus com* 
pete with the foreign exchange banks too, but 
it has not done this so far. It can now establish 
its branches outside India also, though ^t has 
only one such branch viz., London, at present. 
The restrictions with regard to the kinds of 
business it could do there have now been remov- 
ed altogether. 

The provincial co-operative banks maintain 
small current accounts with the Imperial Bank, 
and also get cash credit and overdraft facilities 
from it. The central co-operative banks also 
do the same to some extent. Primary co- 
operative societies have, however, no relation 
with it. 

The indigenous bankers and money-lenders 
usually do not maintain accounts with the 
Imperial Bank. During busy season, when supply 
of hiindis is greater than their resources, a 
temporary connection is, however, established 
between a number of them who are selected and 
placed on its approved list. Hundis drawn and 
endorsed by them are rediscounted with it up to 
certain maximum limits determined according to 
their financial sUndards. Sometimes advances 
against demand promissory notes signed by two 
of the indigenous bankers are also granted by it. 

Q. 163. Ate there any limitations imfmed 
upon the nature of the business that the Imperial 
Ajnkof India can undertake? What are these 
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and haw do you justify them ?* (i/. P, 7951) 

A. The limitations imposed by the Im- 
perial Bank of India Act (1920) upon the busi- 
nesses that the bank could undertake were as 
follows 

(1) It could not make any loan or advance 
for a longer period than 6 months ; or upon 
the sedlirity of the shares of the bank, or upon 
mortgage or security of immovable property, 
except to Court of Wards with the previous 
sanction of the Provincial Government concerned 
or upon the security of the documents relating 
to immovable property. 

(2) It could not discount bills for, or advance 
money to, individuals, or partnership firms beyond 
such sums as might be prescribed, except upon a 
security of specified kinds. 

(3) It could not discount or advance money 
on personal security, unless such discounts or 
advances carried with them several responsibilities 
of at least two persons or firms unconnected with 
each other in general partnership. 

(4) It could not discount or advance money 
on the basis of any negotiable security having a 
longer period to run than 6 months. 

(5) It could not deal in foreign exchanges 
except for bonafide requirements of its cons- 
tituents for their personal requirements. 

(6) It could not open accounts at the London 
branch for persons who, within the previous three 

*Thi$ question has, here, been answered in the li^ht of 
Ihc changes bought about by the Imperial Bank Amendment 
Act (1934.) 
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years were not the customers of the bank in India 
or one of the Presidency Banks. 

Compariaon of the pait with the present 
position. These restrictions were quite justified 
in view of the position of the bank. It was the 
Government and bankers' bank, and hence could 
not be allowed to take up any business which 
was risky even in the least. The position 
has, however, changed since the establShment 
of the Reserve Bank of India. Imperial Bank 
is not now a bankers* or Government Bank. 
But it is still the agent of the Reserve Bank 
of India in places where it has its l)ranchcs and 
the latter has none. As an agent to Reserve 
Bank it keeps its balances, and hence some of 
these restrictions still continue. There has, 
however, been allowed certain relaxation in them. 

(1) It can now establish branches or agencies 
at any place inside or outside India and under- 
take any banking business ordinarily allowed to 
it. Restrictions upon business in London branch 
have also been removed. 

(2) It can buy and sell foreign bills of ex- 
change of usance but not exceeding 9 months, 
if they relate to the financing of seasonal agri- 
cultural operations, and 6 months in other cases. 

(3) It can make advances and open cash 
credits on the security of the shares of Reserve 
Bank, or of debentures issued under the autiiurity 
of a Municipal Board or Committee, or with the 
sanction of the Governor-General in-Council, or 
of debentures issued under the authority of the 
ruler of an Indian state, or subject to the direc- 
tions of its Central Board, or of debentures or 
fully paid shares of companies, with limited 
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liability, registered in India, or elsewhere. Fur* 
.her it has also been allowed to make advances 
igainst goods hypothecated to it as against only 
{ocds or documents relating to them in its 
possession formerly. 

Q. 164. What services have been rendered to 
Ihe C'Uise of banlinfi in India by the Imperial 
Bank since it came into existence ? Dtscuss 
concisely how far its usefulness is likely to be 
^^ecteJkby the operations of the Reserve Bunk 
o/Z/idiu* (U.P. 1936) 

i4. Services rendered to the cauie of 
banking by it. The Imperial Bank of India 
has opened more tlian 300 new offices since its 
establishment. In many of these places, there 
was no branch of any joint sto:k bank previous 
to the opening cf one by the bank. This means 
that these places have received banking advant- 
age bccriu>e of the Imperial Bank. 

It has insf)ired confidence in the public. 
There had been niimeruus failures of joint*i>lock 
banks, and people had no confidence left in them. 
Imp'crial Bank was a Government bank, and they 
know that it could not fail. So money was 
deposited with it. The bank, by coming to the 
assistance of the joint stock banks at different 
limes when runs were made on them prevented 
their failure?. This liad the further effect gf 
in‘piring confidence of the public in them also. 
Due to this, deposits with Imperial Bank and 
also with joint stock banks have appreciably 
increased. Opening of new branches by it has 
also led to the conversion of the hoards at those 
places into bank deposits. It can thus be safely 
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said that the Imperial Bank has done a service 
to the country by mobilising its capital. 

The places where the bank has opened its 
branches have also received the benefit of its 
advances. Not only this, but the rate of interest 
in them has also been appreciably reduced. In 
addition to this, the rate of interest in places 
where there is no branch of the bank has also 
gone down due to the fear of the bank being 
induced to open its branch there. This has not 
been done by only indigenous bankers ; joint 
stock banks too have done so. As the Imperial 
Bank had also the Government balances with it, 
the funds that it could employ in this way were 
sufficiently huge. It was also given the power of 
getting emergency currency issued to the extent 
of 12 crores. This had the effect of steadying 
the high rate of discount that pievailed during 
the busy season. 

Because of a very large number of its bran- 
ches, it could give more of remittance facilities 
also. Not only did this bank give the increased 
remittance facilities but joint stock banl^s too 
were enabled to do this. The commission charged 
for rendering this service was also sufficiently 
reduced. 

It was also expected th it the bank would be 
able to increase the use of bills, by giving redis* 
counting facilities. This was, however, not accom- 
plished as joint stock banks did not like to 
di^^close their bill portfolios to one, in com{)etition 
with them. However, the bank finances the 
movement of a ‘ large portion of crops by 
means of advances .igainst stocks, discounting 
of bills, and purchase and sale of ‘demand 
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drafts and telegraphic transfers, the bank has 
also succeeded in reducing the difference between 
its own hundi rate and ba^ar hundi rate. It has 
also reduced their fluctuations and removed the 
variations in the rates of the Bombay, Calcutta 
and Madras markets. 

It has also built up close relations with the 
provincial co-operative banks and allows them 
over-drafts etc. 

The bank established clearing centres at its 
important branches and thus provided to other 
banks this facility for the first time in the 
country The number of cheques cleared in- 
creased every year. 

Effect! of the establiihment of the Re- 
serve Bank upon its usefulness. The use- 
fulness of the Imperial Bank has not at all been 
affected by the establishment of the Reserve 
Bank. It continues to inspire the same confidence 
in the public as in the past. Again, as it has 
been freed from certain restrictions on its business, 
its usefulness to the public has increased. Now 
it cap grant loans for a longer period and 
against securities of various kinds. It can also 
take up exchange business now. 

^Q, 165, In what manner and to what extent 
does the Disconnt Rate of the Imperial Bank of 
India regulate the supply of credit in the Indian 
money market ? 

How far would the proposed Reserve Bank of 
India improve the money market situation ? 

> (I/. A 1934) 

* The question is out ot dstc and has been answered In 
an amended form. 
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A. Difference between Imperial Bank 
hundi rate and official rate. Discount rate of 
the Imperial Bank of India was not the same as 
its bank rate, though in foreign countries there 
is no difference between the two. Bank rate, 
there, as well as the bank rate in India, since the 
establishment of the Reserve Bank is the rate at 
which the central bank of the country is pre- 
pared to rediscount first class bills. The bank 
rate of the Imperial Bank was, on the other hand, 
the rate at which it was prepared to grant loans 
on the basis of the Govern nent securities. The 
discount rate of the Imperial Bank of India 
was, however, the rate at which it was prepared 
to rediscount first class hundis. This rate was 
sometimes higher and at others lower than the 
official bank rate. Unlike the bank rate it also 
fluctuated according to the daily conditions. 
Bank rate, on the other hand, is fixed every week 
on a particular day as a result of the decisions 
at the meeting of the directors specially convened 
for the purpose, and never changes within the 
week in normal circumstances. Imperial Bank 
rate was also fixed in the same way and did 
not fluctuate within the week, 

lU effectiveness or otherwise. Imperial 
Bank discount rate was not effective. It did 
not control the money market. Nor was there 
any connection between this rate and other 
rates. The same was true of the Imperial Bank 
rate. In other countries btnk rate plays a very 
important part in the controlling of the money 
market and supply of credit in the same. De- 
posit rate is 2% lower than the bank rate. It ii 
should also be remembered that interest is only 
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allowed there on fixed deposits and not on cur- 
rent deposits as is the case in India with some 
of the banks. In addition to cash, the liquid 
resources of the bapks in foreign countries con- 
sist of chiefiy bills discounted, and money at 
call or short notice. In this country, there is 
no advance matle on what is called rponey at 
call or short notice, as there are no stock 
exchanges in ail the places. Even in Calcutta 
and Bombay very little money is advanced on 
this account. A bill market does not exi^t in 
this country at all, and hence very few bills are 
discounted with joint stock banks here. These 
too were not rediscounted with the Imperial Bank 
by them as they did not want to disclose their 
bill fjortfolios to a bank which competed with 
them for it. Joint stock banks, here, charged for 
this reason whatever rate of discount they liked 
or coiild get according to the conditions in the 
market. Some of the indigenous bankers dis- 
counted their hundis with the Imperial Bank of 
India, only during busy seasons. It must not be 
forgotten that the bink discounted the hundis of 
only those indigenous bankers which were on its 
approved list and only to the extent of the 
amount noted down against them, already deter- 
mined according to their supposed financial stand- 
ings. Besides, the discount rate charged from 
each indigenous banker varied and was not the 
same in all the cases as the bank discount rate. 

Various deposit rates of joint stock banks 
had no connection with the Imperiil Bank hundi 
rate. Nor was there any connection between the 
bazar hundi rate and the Imperiil bank hundi 
t^rate. In fact, indigenous bankers, as has alrfeady 
fbeen seen, seldom discounted their bundis with 
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the bank. The bazar rate was also not one and 
the same between different bazars in different parts 
of the country or in the same town, Calcutta 
bazar rate was quite different from the Bombay 
bazar rate and in Bombay itself all the different 
bazar rates, namely, Multani bazar rate, Marwari 
bazar rate, Bhatiya bazar rate, etc., were quite 
different from one another. 

Then, there was a great difference between 
these bazar rates at different periods. Rates 
during busy seasons were higher than the rates 
during slack seasons. 

Effectiveness of the Reserve Bank of India 
Rate. The Reserve Bank of India rate is, how- 
ever, more effective. First of all, it is the bank 
rate, as has already been seen, in the same sense 
as are the bank rates of other countries. Then, 
all the scheduled banks are required to maintain 
a fixed percentage of their demand and time 
liabilities with the Reserve Bank, failing which 
they are fined at a graduated rate which is higher 
than the bank rate. This restricts them from 
granting loans to their customers at lower than 
the bank rate, and allowing interest on deposits 
at a rate higher than it. Then, they have no 
objection in rediscounting their customer*s 
hundis with the Reserve Bank for there is 
no fear of any loss due to disclosing their 
bill portfolios to it as it does not compete 
with them. But the Reserve Bank rate has 
failed to regulate Indian bazar rate, as the 
indigenous bankers who control the same, have 
still not been brought under its control Several 
schemes have been circulated and adoption of an> 
one of them would result in bringing them alsn^ 
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under control. Then, the Reserve Bank of India 
has also got the power of issuing notes to a very 
considerable extent against bills and an extended 
use of the same shall be able to steady the dis* 
count rate at all periods. The difference between 
the rates at different places also tends to decline 
due to the better facilities for remittance afforded 
by it. 

Q, 166. Why is it that Imperial Bank of 
India was not developed thto a central bank ? 
Give your own opinion on the propriety of the 
action. (Rajputana) 

A. Reasons for not developing Imperial 
Bank into a Central Bank. Imperial Bank of 
India has always been charged with showing 
favouritism to non-Indians. This is perhaps so 
because a majority of its shares is in their hands. 
Most of the members of the central and local boards 
are also Europeans. Then, the superior staff of 
the bank also consists largely of the s^me. It has 
been often said that as a result of all these factors 
the bank has been resorting to racial and political 
discrimination to some extent in granting financial 
accommodation. Contrary to this, a majority 
of the shares of the Reserve Bank of India is in 
the hands of the Indians. But this alone is not 
enough, as there is no restriction on their being 
passed from their hands to those of a certain class 
of non-Indians Then, a majority of its directors 
are at present Indians. This is also good but it 
has been so often suggested that both the Gover- 
nor and Deputy Governor should also be com- 
pulsorily Indians. In fact, the central bank of a 
country should purely be a national concern so 
that its polity may be directed solely in the 
interest of the country. ^ 
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Besides, Imperial Bank of India could not 
be developed into a central bank because it did 
undertake important commercial business. If it 
had been given the functions and status of a cen- 
tral bank without depriving it of its commercial 
banking functions, it would hive become far more 
powerful, and would have been able to offer more 
serious competition to other banks in the country, 
and might even have threatened their existence. 
In f act, the holder of the ultimate reserves of the 
country should not itself be the channel through 
which credit is given to individuals and firms. 
Moreover, the bank could not have functioned 
adequately as a banker’s bmk, because it might 
have been tempted to withhold sufficient help 
from its rivals even if they needed an 1 deserved 
it; and the}, far from regirding it as their saviour 
in their time of need, would have been always 
suspicious of its attitude toward-) them, and jealous 
of its special privdeges. Further, the bank uould 
have been suspected gencrilly of managing the 
currency more in its own interest than those of 
the country. Furlhermoic, the bank could not 
have been able to perform l)oth the commercial 
and central banking functions efficiently, as it 
would have been heavily burdened. 

From the above discussion, it is clear lint it 
could be deveIo[)ed into a central btnk only by 
depriving it of its commercial b inking functions, 
though the same uouH not have been in the 
interests of the c )untry due to its having been in 
the hands of non-Indians. 

The deprivation of commercial b inking func- 
tion would, however, ^in itself have been ag lirist 
the interests of the country. Firstly, tJicrc are 
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many places where Imperial Bank is the only bank 
doing commercial business. These would have 
been deprived of their banking facilities. In many 
places where there are also the branches of other 
banks, its cessation of taking up commercial bank- 
ing functions would have given them its monopoly. 
This would have resulted in a loss to the people 
in general. Besides, Imperial Bank has inspired 
confidence in the public and many persons have 
deposited their money with it. They would have 
been compelled to withdraw at least what they 
had deposited in fixed deposit accounts with it as 
it could not have been allowed to continue re- 
ceiving deposits in fixed deposit accounts, because 
this would have meant allowing it to compete 
with other banks. The Reserve Bank of India 
has not been allowed to receive deposits on in- 
terest with this very view. Acceptance of deposits 
on interest presupposes profitable investment and 
hence the risk which a central bank cannot under- 
take keeping in view its position. Perhaps many 
of the persons compelled to withdraw their money 
from the Imperial Bank would not have liked to 
invest it anywhere else and might have converted 
the same again into hoards. The Imperial Bank 
of India has raised the standard of commercial 
banking by its own working ; if left to themselves, 
other bankn might have lowered it down. This 
would have been quite detrimental to the interests 
of the country. 

\Q:^67, Show to what extent the Imperial 
Bank of India was performing the functions of 
a Central Bank before the establishment of the 
Reserve Bank of India* Discuss whether it could 
, be possible for the Imperial Bank of India to have 
developed into a Central Bank* {Allahabad, 1942) 

24 
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A. Functions of a central bank performed 
by the Imperial Bank of India before the 
establishment of the Reserve Bank of India. 

The following were the functions of a central bank 
which the Imperial Bank of India performed 
before the establishment of the Reserve Bank of 
India 

First of all, it acted as a Government banker, 
and as such managed its treasury work free of 
cost. As soon as it was established. Reserve 
Treai-uries were abolished, and all balances trans- 
ferred to its headquarters and branches. It received 
all moneys and made payments on behalf of the 
Government. It also managed its public debts. 
The London Office managed the rupee debt. 

Next, it acted as a bankers* bank. Most of the 
leading joint stock banks kept their surplus balan- 
ces with it although it was not a legal obligation 
upon them to do so. It rediscounted the bills 
and hundis as well of the approved indigenous 
bankers and joint stock banks, but the latter seldom 
approached it for accommodation as they did 
nor want to disclose the nature of their business 
by submitting their bills and hundis to one who 
was a formidable rival to them. 

It managed clearing house organisation also. 
In fact, it was first to introduce this arrangement 
in this country. 

Under Act of 1923, the Imperial Bank was 
also required to provide emergency currency to 
the business community. The Government placed 
at its disposal Rs. 12 crores from the Paper 
Currency Department when the bank rate was 
six per cent or above. The Imperial Bank was 
to invest this money in discounting first class 
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genuine trade bills of 91 days' duration, and 
transfer them to the Paper Currency Department 
as security against the extra issue. 

It also provided remittance facilities to ex- 
change banks, joint stock banks, co-operative 
banks and the public. Its rates | to the banks were 
lower than to the public. Indigenous bankers, 
it may be noted, were treated as public for this 
purpose. 

Bank rate was also announced by the Imperial 
Bank just as it is announced by central banks in 
various other countries. This was, however, dif- 
ferent from its discount rate. 

The bank also helped the money market in 
other ways. It under-took to repay 50 per cent 
of deposits including current accounts and savings 
bank deposits of the Alliance Bank of Simla 
immediately on the suspension of its payments 
and thus prevented the ruin of many. 

For an answer to the second part of the ques- 
tion, please consult answer to Q. 166. 

appkndix 

SUPPLEMENTAKY QUESTION 

4. 7. Discuss the extent to which the Imperial 
Bank of India was performing the functions of a 
Central Bank before the establishment of the 
Reserve Bank of India. Why did the majority of 
the Hilton Young Commission reject the idea of 
turning the Imperial Bank into a Central Bank ? 

(Allahahad, 1940) 

Please look to the ansvwrs to Qs. 166 and 167 
on this topic. 
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RESERVE BANK OF INDIA 

188. Discuss the desirability of the estab- 
lishment of a central reserve bank in India*, 

(U. P. 19SS) 

A. History. The demand for the establish- 
ment of a central reserve bank in the country was 
very old. It was to meet this demand that three 
Presidency banks had been started in a very early 
period of the British Raj. During and after the 
last European War of 1914-18, the need for a 
central bank for the whole of the country was 
keenly felt and as a result the three Presidency 
banks were amalgamated into one, and the Im- 
perial Bank of India came into existence in 1921. 
But the Imperial Bank of India too was not given 
all the central banking functions to perform. 
Neither could the functions already given to 
it be extended. The need for the establishment 
of a central reserve bank was emphasised by the 
Hilton Young Commission, and various Provincial 
and Central Banking Enquiry Committees. 

Reasons for establisbing the Reserve Bank. 

First of all, it was thought necessary to estab- 
lish the Reserve Bank in order to maintain the 
purchasing power of the rupee stable both inter- 
nally and externally. Internal stability depends 
upon internal as well as external factors and it 
was thought that the external factors could be 

'Now that the Reserve Bank of India has been established|*l 
the question has been answered in a different form. 
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dealt with only by the international co-operation 
of the central banks of different countries. Inter- 
nal factors, however, could be dealt with by a 
central bank more easily, and it was thought 
that a central reserve bank would be able to 
deal with them by adjusting the supply of mone- 
tary circulation to demand for it. The external 
stability of a currency unit depends on the other 
hand, to a very great extent upon its internal 
stability. It was thought that a central reserve 
bank could maintain this stability to a consider- 
able extent by its monopoly of note issue, and 
power to impose a judicious and appropriate 
credit policy. The external stability also required 
the bank to be given the right of the purchase 
and sale of sterling to an unlimited extent. 

It was also thought that the failure of the 
banks in this country could be minimised by 
the establishment of a central reserve bank and 
giving it the power of holding all the reserves 
of the country in one single place. It was only 
with this view that the Reserve Bank of India 
has been given the power of holding all the 
reserves. Not only that it holds all Govern- 
ment balances and paper currency reserve, it also 
holds reserves of all the modern banks to some 
extent. Every scheduled bank has been forced 
to keep a balance to the extent of at least 
5% and 2% of its demand and time liabilities 
respectively with it. Besides, the Reserve Bank, 
because of its power to issue notes according 
to requirements, is in a position to help the 
banks in times of crises by issuing further 
currency. There is another advantage of single 
reserve system, namely, mobility of money. It 
can be transferred quickly from a centre where 
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it is abundant to another where it is scarce- 

There was a great instability and uncertainty 
in the Indian money market and this could not 
be prevented without bringing into control of a 
central reserve bank the different discount and 
interest rates prevailing in it. In all the other 
countries of the world official bank rate is the 
regulator of all the different rates, and it was 
thought that the same could be done in this 
country. This has, however, been not made 
possible so far in this country because of certain 
short-comings in the Bank Act. They will, 
however, be removed in due time. 

There was no arrangement for the compila- 
tion of proper and extensive statistics regarding 
the working of banks and indigenous bankers, 
and operations in the money market, and their 
prompt publication. This is only possible if a ^ 
central reserve bank is established. The Reserve 
Bank compiles and publishes the various statistics 
relating to the scheduled and non-scheduled 
banks, etc. It can also extend its usefulness by 
compiling and publishing statistics relating to 
indigenous bankers. 

A central reserve bank is necessary to perform 
all the financial operations of the various Govern- 
ments in this country at home and abroad. 
The Imperial Bank, however, performed this 
function. 

The methods of financing of agriculture were 
far from satisfactory. A separate department, 
namely, the agricultural credit department has 
b^en opened in the bank for this purpose, 
and it is hoped that it will bring about a 
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gradual improvernent in the financing of agricul- 
ture. 


There was also felt the necessity of making a 
particular bank responsible for the development 
of banking in this country and taking steps to 
promote its advancement on the right lines in the 
interest of the nation as a whole. This could 
only be expected of a central reserve bank. 

Q. 169, What are the fumtions of a central 
bank ? Discuss how far the Reserve Bank of 
India is expected to perform the functions of a 
Central Banh^ {1936) 
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A, For the functions of a central bank please 
refer to the answer to Q. 126. 

The Reserve Bank of India performs all 
these functions of a central bank. Firstly, it 
has the monopoly of note-issue. No other bank 
or the Governmentt has this right. The bank issue, 
took over the liability of all the notes of the 
Government of India already in circulation on 
the date of its commencement of this business. 

Paper currency reserve and gold standard reserve Reserve, 
were both unified on that date and their different 
constituents were handed over to the bank in 
such proportions as to enable it to maintain 
the paper currency reserve acebrding as it is 
required of it under the Act. The bank, however, 
issued its first notes in the year 1938. The 
denominations of the notes it can issue have informa- 


Now that the Reserve Bank of India has been esta- 
blished the question has been answered in the light of the 
working of the Reserve ^nk of India. 

t Since July, 1940; the Government of India issue notes 
of rupee one also as a war meesure. 
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been sanctioned by the Governor-General- in- 
Council, The notes of the Reserve Bank of 
India are unlimited legal tender in the country. 
They are convertible eitTirti in rupee coins or 
one-rupee notes, which are Issued wily by the 
Government of India. It has a separate depart- 
ment for the performance of this function, 
namely the Issue Department. The bank pub- 
lishes its balance-sheet of this department along 
with the balance sheet of its banking department 
every week. 

The bank does not only issue note?, it is in 
fact, the sole channel lor the out and intake of 
all forms of legal tender currency. Besides its 
notes, there are one-rii{)ee notes, rupee coins 
and other subsidiary coins in circulation in this 
country. They are all issued by the Government 
only through it If the bank has a surplus of 
them, the Government take- it back. 

The Reserve Hank holds the balances of all 
the gwernments in the country. The amount 
held by it on this account may be found out 
from its weekly balance sheet of the banking 
department. 

The Reserve Bank of India is also the bankers’ 
bank. Every scheduled bank is compelled to 
maintain with it a balance of at least 5% and 2% 
of its demand and time liabilities respectively. 
In countries where the central bank came into 
existence before the establishment of the other 
banks, it naturally became their banker, and the 
necessity of providing a statute for compulsory 
maintenance of some balances by other banks 
uith the central bank has not been felt. The 
case of Bank of England provides an illustration. 
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But in countries where the central banks came 
into existence after other banks had already been 
into existence, the provision of a statute for 
compulsory maintenance of a minimum balance 
by other banks with the central bank has been 
felt necessary. 

The bank also acts as an agent to the various 
, governments for performing their financial opera- 
tions at home and abroad. It manages all public 
debts and advises the various governments as 
to the suitability of the time with regard to 
their floatation. It also purchases sterling on 
behalf of the Government of India for payment 
of home charges. 

The Bank is responsible for the maintenance 
of the sterling value of the rupee. For this pur- 
pose, it is obliged to purchase and sell sterling 
for delivery in London at fixed rates in sums of 
not less than £10,000 at a time. In fact, a very 
great stress has been laid down in this country 
npon the maintenance of the sterling value of the 
rupee. Contraction of currency has been several 
times resorted to, with this purpose in view, though 
this has resulted in a shortage of capital for in- 
dustries. It is rather more necessary to maintain 
the internal stability of a currency than the exter- 
nal stability. But, in the case of rupee, this has 
been sacrificed, the aim being just the opposite. 

The Reserve Bank was also expected to steady 
the rate of interest in different seasons of the year 
and between rural and urban areas. But this 
has not been done, perhaps due to the fact, that 
a very important constituent of the Intjian money 
market, namely the indigenous banker is out of 
its control. Something must be done to co-ordi- 
nate his activities also. 
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The bank also compiles important banking 
statistics and makes arrangement for their publica- 
tion. Its own balance sheet, along with the 
various informations regarding the scheduled 
banks, provides an index of the monetary condi- 
tions in the country. Recently the bank has also 
been given the facility of obtaining statistics re- 
garding non-scheduled binks from the Registrar 
of the Joint Stock Banks. 

Q. 170. What fmcHons are performed by 
Central Banks ? How far is the Reserve Bank 
^ India performing those functions ? 

(U,P. 1942) 

A. For an answer to this question, please 
refer to the answer to the last question. 

17h What provision has been made in 
the Reserve Bank Act for financing agriculture ? 
Do you consider that adequate provision has been 
made for rural credit ? If not, give your 
suggestions. Hu. P. 1938) 

A, Provisions contained in the Reserve 
Bank Act for financing agriculture and sug- 
gestions for improvement. Reserve Bank of 
India Act provides for financing agriculture by 
allowing the bank to purchase or rediscount 
agricultural bills endorsed by a scheduled bank 
or a provincial co-operative bank. These bills 
may be drawn either for financing agricultural 
operations or for marketing of crops. Though in 
the case of other kinds of bills, the date of 
maturity cannot fall after a longer period than 
three months from the date of the purchase or 
rediscounting of the same by the bank, it tray fall 
after 9 months in the case of agricultural bills. 
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The bank is also permitted to make loans payable 
on demand or within 90 days to provincial co- 
operative banks on the security of promissory 
notes supported by documents of title to goods. 
All this, however, is not satisfactory. Firstly 
agricultural bills for the purposes mentioned here- 
in do not arise at all in this country, and hence 
there is no chance for financing agriculture in this 
way. Next, the loans to provincial co-operative 
I banks should have been allowed to be made 
I available also on the security of the Government 
I papers and debentures issued by them and 
I guaranteed by the Government. Even the facility 
I afforded under the Act cannot be availed of by all 
the provinces where there is an absence of a pro- 
vincial co-operative bank. Our own province, 
U. P., provides an instance. 

Then, the bank had to establish an Agricultural 
Credit Department. Its function is to maintain 
an cx[)ert staff to study all questions of agricultural 
credit and advise the various interested bodies in 
these matters. It is also meant to co-ordinate the 
operations of the bank in connection with agri- 
cultural credit and its relation with provincial 
co-operative banks and any other banks or organisa- 
tions engaged in the business of agricultural credit. 
Only this much is not sufficient The Agricultural 
Credit Department should have funds of its 
own to grant advances against agricultural produce 
for one year. 

The Act had also laid upon the bank the res- 
ponsibilityof suggesting legislation for the improve- 
ment of machinery for dealing with agricultural 
inance and methods with a view to effect a closer 
jonnection between agricultural enterprise and 
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its own operations. It was also to report on the 
question of the extension of the provisions relating 
to scheduled banks to persons and firms engaged 
in British India in the business of banking, parti- 
cularly those who are called indigenous bankers. 
In pursuance of these, the bankisubmitted a pre- 
liminary report to the Government of India at the 
end of 1936. It pointed out that the bank could 
not help the agriculturist so long as he was not 
made credit-worthy by a reduction of his previous 
indebtedness, special institutions providing long- 
term credit were not organised, money-lenders 
were not regulated, improvement was not effected 
in the marketing organisation, agriculturist’s earning 
capacity and purchasing power were not increased 
and an improvement was not brought about 
in his standard of living. In 1937, again, the 
bank sent a letter to all scheduled banks and 
shroffs associations stating that under the pre- 
vailing conditions, it could deal wifh the indi- 
genous bankers only through some intermediate 
agency, but that it was prepared to consider 
any practical scheme for organizing indigenous 
bankers to enabl ^ credit to be afforded to them 
direct. Pending the establishment of such or- 
ganisations the bank suggested in the letter a 
provisional scheme by which it could deal with 
the indigenous bankers through scheduled banks. 
In September of the same year a scheme for 
linking of indigenous bankers with the bank was 
further circulated. However, nothing substantial 
has been done in this respect so far. The pro- 
blem ought to be solved without delay. So long 
as indigenous bankers are not linked with the 
bank, rates of interest in rural areas will remain 
high. Legislation for reduction of the previous 
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debt of the agriculturists, regulation of money 
lenders and marketing organisations should also 
be immediately taken up. Institutions like land 
mortgage banks for making long-term advances 
on the security of land mortgages should at 
once be established in all the provinces. The 
earning capacity of the argiculturists must be 
increaserl. 

Q, 172, Describe briefly the functions of u 
Reserve Bank of India under two heads : (l) 
Currency functions^ (2) Banking functions. 

(U.F.1940) 

A. Currency functions of the Reserve 
Bank of India. Currency functions of the 
Reserve Bank of India are, as follows ; — 

(1) The bank has the sole right to issue 
notes- For this purpose it has a separate de- 
partment, namely, the Issue Department. All 
the notes issued by the bank constitute its liabili- 
ty, while all the reserve maintained against them 
form its assets. The denominations of the notes 
the bank issues or can issue, have been sanctioned 
by the Governor- General-in-Council.^ The various 
items of the reserve, and their amounts have 
been laid down in the Act. 

(2) These notes are convertible into rupee 
coins, subsidiary coins and one rupee notes. They 
are all issued by the Government of India, but 
only through the bank. If there is any 
surplus of them with the bank, it may 
be returned to the Government. Worn out coins 
and old one rupee notes are taken back by the 
Government through it. 

(3) The paper currency reserve of the bank 
has been so constituted as to allow the easy 
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expansion and contraction of currency. The per- 
centage system of note-issue has secured suffi- 
cient elasticity. 

(4) The bank also maintains the sterling 
value of the rupee. For this purpose, it pur- 
chases and sells sterling for delivery in London 
at fixed rates in sums of not less than £ 10,000. 

Banking functions. The banking function;: 
of the bank are many,j but they have been so 
designed as not to allow competition between 
this bank and other banking institutions of thp 
country. 

Firstly, it receives money on deposit but 
without interest from, and the collection thereof 
for, the Secretary of State, the Governor- General, 
Local Governments, Indian states, local author!; 
ties, banks, and any other persons. 

Secondly, it purchases and rediscounts bills 
of exchange, etc., drawn and payable in India, 
and arising out of commercial or trade transac- 
tion bearing two or more good signatures, and 
maturing not more than ninety days after the 
date of such purchase or sale. It also purchases 
and rediscounts such bills etc., arising crut' of the 
financing of agricultural operations or the mar- 
keting of crops. But in this case the pariod of 
maturity may fall after 9 months. None of these 
bills, etc. can, however, be purchased or redis- 
counted unless it bears the signature of at least 
one scheduled bank. The signature in the case 
of agricultural bills may also be that of a provin- 
cial co-operative bank, , 

It also purchases from and sells to scheduled'*' 
banks sterling in amounts of not less than 
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£ 10,000. Bills (including Treasury Bills) drawn 
> in U. K. or upon U. K. may also be purchased, 
rediscounted and sold provided their date of 
maturity does not fall after 90 days from the 
date of purchase or rediscounting. These tran^ 
suctions can, however, take place in India only 
with a scheduled bank. 

The bank makes loans for a period not 
exceeding ninety days to states in India, local 
authorities, scheduled banks and provincial co- 
operative banks against prescribed securities, and 
grants advanced to the Governor- General and to 
local governments for a period of not more than 
3 months. 

It issues bank drafts payable at its own 
offices or agencies to facilitate transfer of money. 
It alfo carries on agency business on behalf of 
"'the various governments in this country. 

It also purchases and sells government se- 
curities of U. K. and India and its provinces 
of prescribed maturities and to the prescribed 
limit. 

The bank can also borrow from a scheduled 
bank in India and any central bank in any coun- 
try with certain limitations. 

173, Describe briefly the existing rural 
credit agencies in India, Has the Reserve Bank 
anything to do with rural credit ? (1940) 

A, Description of the existing ruraL 
credit agencies. It is impossible to give herein 
a description of the existing rural credit agen- 
cies in this country, however brief we may try 
to be. To use Sir Alfred Lyall's famous phrase 
we may say that they form *a tangled jungle 
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of disorderly tranaaction.’ Notwithstanding this, 
we will make an attempt to describe them in 
broad groups. 

First of all, there are (professional money- 
lenders. These are both fixed and itinerants. 
The fixed live in villages. They are the village 
bania, and the village mahajan. The village 
bania is a petty tradesman. He belongs to one 
of the lower castes, e, g,, the teli, the kalwar, 
the halwai. His capital is small, rarely exceed- 
ing a thousand rupees. In fact, the fortunes of 
these money-lenders and those of their clients 
are identical. In a good season, their dues are 
promptly paid, and clients and creditors grow 
prosperous together. In a bad season, their dues 
remain unpaid and creditors and clients alike 
suffer. This community of interest produces 
a fellow-feeling between them. The village 
bania never cares for security of any kind. The 
village mahajan is, however, more important. 
His business is on a much larger scale. He 
possesses greater resources and deals in bigger 
amounts, and with a more numerous clientele etc. 
The mahajan s transactions are loans in the correct 
sense of the word. They are not credit sales like 
those of a village bania. He, however, lends both 
money and grain, and demands them at the time' 
of repayment. Then, the transactions of a 
village mahajan are more governed by business 
principles. He, has no personal considerations 
and if he shows leniency to his clients, it is also 
as a business principle. Many of them are usurers 
They come out of better classes of society, e. g., 
Rastogi, Brahman, Bohra and Rajput. Besides 
these .two types of fixed money-lenders, there is, 
also the Sahukar. He, however, lives in a town 
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and usually finances the rural people through 
mahajans. He gives direct loans only to rich 
people and in big amounts. 

Then come the itinerant money-lenders. They 
are the qistwalas, the kabulis, the harhias, 
the beoparies, etc. The qistwalas are perhaps the 
most important of this class of moneylenders. 
The oldest and still the most common form of 
qist loans is one of Rs. 10 repayable in 12 
monthly instalments of one rupee each. This fact 
in itself supplies a sufficient explanation of the 
system. The kabalis are from Afghanistan and 
the Frontier. They lend money or tempt the 
victims into buying their wares, generally cloth. 
They are the usurers of the worst type, and are 
all the more dangerous by reasons of their readi- 
ness to resort to force. On the slightest provo- 
cation, they assault their borrowers. The harhias 
are found only in certain places. They lend 
money in small sums and also deal in cattle. In 
case of default in repayment, their habit is to sit 
dharna at the door of the debtors. The beo- 
paris are also a wandering cattle-dealers. They 
sell their animals on credit. The price is payable 
in four half-yearly instalments. They also make 
ptty loans at exceptional extortionate rates of in- 
terest. There are several others but of only local 
importance. 

We have also the amateurs. They are the 
pensioners, both civil and military, tern pie- priests, 
petty officials, e. g., patwaris and school masters 
estate servants village servants, etc The rich 
land-lord lends to the poor land-lord, to his own 
and other people’s tenants ; the rich tenant lends 
^0 his own and those of other land-lords, as well 
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as to his fellow tenants. The methods of the 
agriculturists and money-lenders are in many 
cases the same as those of mahajans, but they 
have an ulterior motive — sometimes that of be- 
coming the masters of the land of their client. 
The zamindar money-lender is very objectionable. 
He acquires a double hold over his tenant. If a 
tenant pays his rent, but not the interests on his 
debt, the landlord can sue him in a civil court. 
If the tenant pays the interest on his debt, but 
not his rent, the landlord can sue in a revenue 
court. Worse still, the landlord can, if he chooses, 
credit all payments made by the tenant to his debt 
and so keep him in arrears with his rent, which 
puts the latter's crops in his power by distraint, 
and gives him the right to eject. The tenant 
money* lender is from amongst the tenants them- 
selves. Their rise indicates prosperity. Again, 
if the land passes from one tenant to anotherr 
there is not much harm. It may lead to im- 
proved farming by making large scalfi production 
possible. 

A new kind of rura^l credit agency has sprung 
up in this century. It consists of co-operative 
credit societies. These are the voluntary asso- 
ciations of the borrowers themselves. They 
practise thrift and deposit regularly a small sum 
with their society. They also raise money easily 
from outside agencies on the basis of the 'credit 
of ail the members jointly. There are central 
and provincial oo-operative banks which finance 
them. These societies grant loans to their 
members, and for any loans granted to a member, 
all other members stand jointly responsible. 
They are managed by the members themselves. 
As they teach thrift, co-operation and busines^^ 
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principles to the farmers, they provide the Ivbst 
type of rural credit agency. Their formation 
should be encouraged. 

The Reserve Bank and rural credit. The 

Reserve Bank is allowed to rediscount agricul- 
tural papers of certain types. But these arise 
very rarely. It lends to provincial co-operative 
banks on certain conditions. It also lends to 
indigenous bankers through scheduled banks. 
These indigenous bankers lend to the farmers 
through money-lenders. In fact, something 
ought to be done to enable the indigenous bank- 
ers to come in direct contact with the bank. 
A scheme was circulated by the bank in 1937 
with this object in view but so far nothing 
appreciable has been done in this respect’ll. 

g 174, How are cheques cleared in India? 
"Explain the principle on which the clearing busi- 
ness is done, (U. P, 1938) 

4. Clearing business in India. Cheques 
are cleared in India at different places. In five 
of these, it is done through the Reserve Bank 
of India, and in the rest through its agent, name- 
ly, the Imperial Bank of India. A bank cm be- 
.come a member of a clearing house by the 
consent of the existing members. New members 
are admitted after a close scrutiny of their 
balance sheets by a committee of these members. 
Complaints have been made that admission for 
Indian banks is severely difficult because the 
majority of the members consisting of foreign 
banks oppose it. These clearing houses clear 

*For a detailed answer to this part of the question, 
please refer to the answer to Q. 170. 
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locally payable cheques only, and cheques pay- 
able w any other town have to be sent there foe 
collection. This involves much inconvenience, 
delay and also expense. As the Reserve Bank 
holds the balances of all the principal banks in 
the country, .it can carry out the prompt collec- 
tion and clearing of such cheques itself or 
through its agent bank by means of a simple book 
entry and the mere transmission of a message or 
credit. The procedure followed in clearing is as 
follows. A representative of each member bank 
attends at the clearing office on each business day 
at the time fixed to deliver all cheques negotiat- 
ed by it on other member banks and to receive all 
cheques drawn on itself and negotiated by them. 
After all the cheques have been received and 
delivered, the representative of each bank advises 
the clearing bank of the difference between his 
total receipts and deliveries and the clearing' 
bank thereafter strikes a final balance to satisfy 
itself that the totals of the debtor balances agree 
with the totals of the creditor balances. The 
debtor banks thereafter arrange to pay the 
amounts due on them to the clearing bank and 
the clearing bank pays to the creditor banks the 
respective amounts due to them. In actual 
practice, however, no payment or receipt in cash, 
takes place as all the member banks have an 
account with the clearing bank. It debits the 
accounts of the debtors banks with the amounts 
due on them and credits the accounts of the cre- 
ditor banks with the respective amounts due to 
them, the corresponding entry being made in the 
clearing a/c. 

The principle on which clearing buiineii 
ig done. The clearing business is done on th^ 



RESERVE BANE OF INDIA 389 

principle of offsetting the cross obligations of 
the members and paying the differences. In 
fact, the differences are also not required to be 
paid, as each bank maintains an account with 
the clearing bank and these accounts, as has 
already been seen, are debited or credited according 
as is required. Formerly, each bank presented 
to the other, cheques drawn upon it. Now, 
the cheques negotiated by a bank and drawn upon 
another are offset by cheques drawn upon it and 
negotiated by that particular bank. This having 
been done, differences are offset and any balance 
left thereafter is cleared through the clearing 
bank. In fact, this involves a balancing of reci- 
pr<^cal liabilities with ultimate transference of 
barinces from accounts, 

Q. 175. What do you understand by Elasti- 
^city of Currency ? What provision has been 
made in the Reserve Bank of India Act with a 
view to introduce the element of elasticity in the 
Indian Currency System ? How can emergency 
credit be issued by the Reserve Bank ? 

(U. P. 1937) 

Elasticity of currency. By elasticity of 
currency, we mean its capacity to expand and 
contract according to the demand. In its 
absence, prices fluctuate within a very wide range. 
This is not good for business prosperity. The 
Quantity Theory of Money lays down that the 
prices vary in exact proportion as the supply of 
money varies in relation to the demand for it. 
This means that the prices are halved, if supply 
of money is halved, say, because demand for it 
has bt;en doubled or vice-versa. If there is 
elasticity, the supply of money also becomes 


crosKfbli- 

getions. 


Expansion 
contraction 
according 
to require- 
ments. 



BANEIKO MADB-BA87 


Sufficient 
elasticity 
has been 
secured. 


The 

methcKis 
iollovt^ed in 
expanding 
and con- 
tracting 
currency. 


Against 
government 
securities 
and bills. 


doubled with the doubling of the demand for it 
and vice-VQrsan This is necessary for steadiness 
of prices. 

Provision in the Reserve Bank Act. It has 

been so provided in the Reserve Bank of India 
Act that sufficient element of elasticity has been 
introduced in the Indian currency system. The 
Reserve Bank of India has been given the power 
to issue notes. In case, the country has a larger 
favourable balance of trade, sterling is purchased 
from the exchange banks and sterling securities 
are held in the paper currency reserve for the 
notes issued. If the bank thinks it necessary to 
expand currency, it can do so by purchasing 
Government securities in the open markets^ and 
holding them in the paper currency reserve for 
the notes issued in order to pay up their prices. 
Then, the bank can also hold bills against notes 
issued. During busy seasons, when trade is 
brisk, bills are drawn and discounted with sche- 
duled banks which can get them rediscounted 
with the Reserve Bank, It can issue notes by 
placing them in its issue department. In fact, 
holding of bills provides for expansion of currency 
and their maturity for contraction. This is 
automatic. 

Issue of Emergency Currency. The Re- 
serve Bank can issue emergency currency against 
government securities and bills of exchange. 
The a’fesets of the joint stock banks in India 
consist mainly of these. If they feel the neces- 
sity of allowing larger credit, they may get 
these assets transferred to the Reserve Bank 
which can issue fresh currency against them. 
But supposing that by the issue of this currency, 
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their holdings of the bills and securities become 
so large that the total amount of the holdings 
of gold bullion, coins and securities falls short 
of the required minimum percentage of the total 
asset, there is also a provision for the same in 
the Bank Act. This minimum percentage can be 
reduced to any extent by paying a graduated tax 
by the b>nk to the Government. 

Q, 1 76. Discuss what methods will he em- 
ployed by the proposed Reserve Bank for India ' 
for controlling the currency and credit of this 
country,^ (U, P. 1935) 

A, Control of Currency. The Reserve 
Bank of India, as constituted, has been handed 
over the currency function. It has not only the 
sole right of note issue but is also the sole chan- 
nel for the in and out-take of metallic currency, 
^his enables it to control the volume of currency 
according to the requirements. Thev bank is 
always in close touch with the money market. 
All the scheduled banks keep with it a fixed per- 
centage of their demand and time liabilities, 
and send their weekly returns to it. Though 
the non-scheduled banks do not keep any balance 
with it, yet in pursuance of the Indian Com- 
panies Amendment Act (1938) the Registrars 
of Joint stock companies send one of the copies 
of the Returns of these non-scheduled banks also 
to it. The bank is, thus, in the know of all about 
the conditions in the money market. It is in 
the light of these informations and of require- 
ments according to the conditions that the bank 
arranges to expand and contract currency in the 

*Now that the Reserve Bank has been working for 
sometime, the question has been answered in that light. 
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country. Circulation of its notes is directly 
based on business transactions, as they are issued 
in connection with the rediscounting of bills. It 
is enabled because of the unification of the gold 
standard reserve and paper currency reserve to 
keep during the slack season a higher percent- 
age of gold and sterling reserves than that 
required by the statute, so that during the busy 
season it is enabled to issue more notes for 
financing the crops without increasing the reserve. 
The supply of additional currency by the bank 
against proper cover is automatic, and there 
is no need to raise the rate of discount on this 
account. 

Control of Credit. It also controls credit 
by its bank rate policy. It is also allowed to 
carry on what are known as open market opera- 
tions. When banks grant credit, their liabilities 
rise up. Now, they have to maintain with the 
Reserve Bank a percentage of their liabilities. 
Hence, with every increase in the amount of 
their liabilities, they have to maintain an increased 
balance with the bank. This, they can secure 
from it by rediscounting their bills or handing 
over their investment securities to it. The 
bank rediscounts at its own rate and hence iir 
case it thinks it necessary to limit the power 
of the banks to grant credit it can raise its bank 
rate. When banks will get accommodation at 
a higher rate, it is but natural that they will 
also charge a higher rate from their customers 
for granting credit to them. This lowers the 
demand for it. 

If the bank finds that its bank rate is not 
effective, it has the power of carrying out open 



BESEBVE BAKE OF INDIA 


393 


market operations. This means, it can purchase, 
sell or rediscount bills of exchange, etc., though 
they may not bear the signature of a scheduled 
bank or a provincial oo-operative bank, purchase 
and sell sterling in not less than the prescribed 
sum, and make loans or advances repayable on 
demand, or on the expiry of the fixed period, not 
exceeding ninety days against certain forms of 
security. The joint-stock banks know it and 
never give a chance to the bank to do so, as they 
do not want it to enter into competition with 
them. 

Q. 177, Describe the causes of a banking 
crisis. In what way and to what extent can the 
Reserve Bank be of help in a hanking crisis in 
India f iU, P. m9) 

A, The causes of a banking crisis. A 

banking crisis occurs when people lose confidence 
in banks and withdraw money from them. It 
may be due to various causes. We have had a 
number of banking crises in this country. They 
occurred in 1829-33, I860, 1865, 1913-17, 1922- 
34 and 1939. The first few crises were due to 
speculation and mismanagement. The crisis of 
1913-17 took place because banks which con- 
ducted their business quite in violation of even 
the elementary principles of banking could not 
meet the huge public demands which arose due 
to the lack of confidence in them as a result of, 
in many cases, European War. The latter bank- 
ing crises took place, however, more due to eco- 
nomic depression. The Alliance Bank of Simla 
failed in 1922, the Tata Industrial Bank in 1923, 
and the Peoples Bank of Northern India in 1932. 
The Benares Bank and Ithe Quilon Bank failed 
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in 1939. In fact, a banking crisis due to econo* 
mic depression is a crisis which can be explained. 
First of all, there is a boom period when there 
is a good deal of inflation and rise in prices. 
Due to over-production, prices fall and people 
take a pessimistic view. Banks also do not 
accommodate their customers and they fail, 
bringing about the failure of the bknks in their 
turn. In fadt, physical, psychological and mone- 
tary factors all combine to bring about a banking 
crisis. 

The help that the Reserve Bank of India 
can give. The Reserve Bank of India has been 
designed to check banking crisis. Firstly, it can 
look to the general tone of banking, Secondly, 
it does not allow the banks to be reckless in their 
credit policy. A compulsory deposit of 5 % and 
2 % of their demand and time liabilities respec- 
tively by all the scheduled banks is required to 
be maintained with the Reserve Bank of India 
with the same purpose in view. The Bank is 
also prepared to grant credit to scheduled banks 
to the extent desirable in conformity with their 
position. It has power to issue notes to a con- 
siderable extent against the security of govern- 
ment papers and certain kinds of bills. In fact, 
it is in these that the banks invest their funds. 
When in need of liquid resources, they can hand 
them over to the Reserve Bank in exchange for 
the required currency. 

Q, 178, State the functions which the Reserve 
Bank of India discharges to the Government of 
India and to the other banks, 

A, Functions discharged by the Reserve 
Bank of India to the Government of India. 
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The following are the functions which the 
Reserve Bank of India discharges to the Govern- 
ment of India 

(f) It holds the balances of the same free of 
charge. The amount held by it on this account 
may be found out from its weekly balance sheet 
of the Banking Department, 

(«) It also undertakes the collection busi- 
ness of the Government of India, and does not 
charge anything for it. All receipts of .various 
taxes, etc. on behalf of the same are received 
by it. 

(Hi) The bank makes all payments too on 
behalf of the Government. Cheques issued by 
the same are paid by it out of the Government 
balances held. 

(fo) It manages public debts and advises the 
Government as to the suitability of the time 
with regard to their floatation, 

(v) The Government of India remits every 
year a huge sum to the Secretary of State for 
India in connection with what are known as 
‘Home charges’. The bank purchases sterling 
for the same, 

(vi) The bank advises the iGovernment of 
India on various financial matters. It makes 
recommendations in connection with the banking 
legislation of the country. 

(vii) It also grants credit to the Government 
in times of need. These are, however, for a 
comparatively short period. 

Functions dipchiurged by it to the other 
banks. The following are the functions which it 
discharges to the other banks 


Holds all 
balances. 


Collection 

business. 


Payment on 
behalf of 
the govern- 
ment. 


Manage- 
ment ot 
public debt. 


Purchase of 
sterling. 


Adviser on 
flnancial 
matters and 
banking 
legislation. 

Granting of 
short- 
period 
credits. 



U guides, 

supcrvttei 

and 

ecmtrofs 

them* 

Itkceps 

the\T 

reserves 


It acts as a 
lender of 
last resort. 


It affords 

remittance 

facilities. 


Rediscount- 

ing. 


Clearing 

arrange- 

ment- 


31916 banking MADB-II AST 

(i) The bank guides, supervises, and contro 
the activities of other banks. This function 
in fact, of great importance for the sound develoc 
ment of banking in any country, 

(«) It keeps free of interest the reserves o 
other banks. Scheduled banks are, in fact, re 
quired to maintain with it a compnlsory deposii 
to the extent of at least 5% of their demand and 
2% of their time liabilities. It may be mention- 
ed here that centralised reserves are of a fat 
greater utility than scattered reserves are. They 
can be moved very easily and effectively to meet 
a crisis in the land. 

(Hi) Before the establishment of this bank, 
there was no institution to provide funds to 
the banks of the country with the result that 
in times of crisis many banks failed. Now, they 
can be supplied with funds to any extent provided 
they have got sufficient assets of the kind that 
can be pledged or re-discounted with the Reserve 
Bank of India. 

(iv) The bank provides to the other banks 
remittance facilities. It issues bank drafts pay- 
able at its own offices or agencies for this 
purpose. 

(v) Its establishment has also facilitated the 
granting of loans to their customers by othei 
banks to an appreciable extent in connection with 
their day to day business as the bills discounted 
by them can be rediscounted with it. 

(vi) It gives to them facilities for clearing 
their cheques by acting as a clearing banker in 
important places of the country. The banks 
in this way settle their claims against one another 
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without transferring hard cash between them- 
selves. 

(w) It purchases and sells sterling at ,1s. 
and Is* from and to them respectively 

but not less than in amounts of £10,000. This 
helps them in the financing of foreign trade of 
their customers and the transference of money 
from and to foreign countries. 

Q. 179. What were the causes which led to the 
establishment of the Reserve Bank of India f 
Discuss its influence on Indian Banking. 

([ 7 . p, ms) 

A, For an answer to the first part of the 
question, please look to the answer to Q, 168. 

Influence of the Reserve Bank of India 
on Indian Banking. Reserve Bank of India 
has its influence on Indian banking in various 
ways. First of all, its monopoly of note-issue 
gives it the power to influence the volume of 
cash and credit in the country. It is also the 
§ole channel for the intake and outtake of other 
forms of currency as well which also go to make 
up the volume of cash. The volume of credit, 
in its turn depends upon the volume of cash, and 
hence it may be said that by having an influence 
-over the volume of cash, it has got an influence 
over the volume of credit as well. Besides, 
credit is manufactured by banks, and these being 
under its control, it can have influence over their 
manufacture of it in various other ways. No 
doubt, indigenous oankers are not under its 
control but they do not manufacture credit to 
any appreciable extent, loans granted by them 
being usually cash loans. The Reserve Bank 
is, however, under the influence of the Govern- 
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ment and hence it indaences the volume of cash 
and credit in the country according as the Gov* 
ernment likes and it is not necessarily always in 
accordance with demand. 

Next, it has its bank rate. In other countries 
rates of interest in the markets bear a direct 
relation with their bank rates. In India, however, 
this does not seem to be so. Since the inaugura- 
tion of the Reserve Bank, conditions have been 
easy in the money market. We cannot, under 
the circumstances, say how far they would depend 
upon the bank rate when there is brought about 
a change. Even now, indigenous bankers charge 
a very high rate of interest which does not bear 
any relation to it. In fact, they do not depend 
upon Reserve Bank for granting loans to their 
customers. They carry on their loaning operations 
with the help of th^ir own resources. Joint stock 
banks have also not felt the need for accommoda- ' 
tion so far, and hence they also seem to work 
independently of the Reserve Bank. U is, of 
course, prepared to rediscount their bills and 
hundis at the bank rate, but bills and hundis do 
not arise in this country to any appreciable 
extent. Scheduled banks are, of course, required 
to deposit with it a fixed percentage of their 
demand and time liabilities, but it being very low, 
they can manage to go on smoothly. 

The bank is also entitled to carry on open 
market operations. But it has so far never felt 
the need for using this weapon as well, and in 
the absence of an experiment, we cannot say how 
far it would be able to use it successfully if and 
when need be. 

It is meant to exercise pressure on individual 
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b£inks in favour of better banking policies and 
practices and for this purpose it has laid down 
in its Memorandum dated the 7th December, 
193s, on Discounts for and Advances to Scheduled 
Banks that in extending its credit to them it will 
take into consideration not only the nature of the 
security offered to it but also the general character 
of the investments of the applying bank, the manner 
in which its business as a whole is being conducted, 
whether for instance it offers excessively high 
rates of interest in order to attract deposits, whe- 
ther it seeks help from the bank in normal times 
when the funds in the money market are ample 
and whether it has been overtrading and extend- 
ing an undue amount of credit for speculative 
purposes in commqdities or securities or indulging 
in unsecured business to an excessive extent. 
This is bound to have its effects in due course. 

it is an adviser to the Government of India 
and various other governments in the country in 
matters of legislation concerning banking. Various 
Acts enacted recently in different provinces in 
connection with the regulation of money-lenders 
and their business have come in vogue mainly 
as a result of its recommendations. It has also 
made proposals for a Bank Act which will be 
enacted as soon as normal conditions return after 
the war. In the case of a number of enactments 
concerning the matters arising out of the difficul- 
ties of war, its influence has been supreme. It 
advises the various governments of the country 
with regard to their financial policies and through 
them influences Indian banking considerably. 

It has made certain proposals for the linking 
of the indigenous bankers with its ownself and 
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it is possible that this may be brought about 
in due course. In case it so happens, Indian 
banking is bound to witness revolutionary 
changes. 

It is on account of its recommendation that 
the scale of stamp duties on usance bills has 
been revised. Actions like these may in the long 
run be successful in developing a bill market in 
the country. 

e- 180. In what respects is the Reserve 
Bank of India the bankers* hank ? What is its 
relationship with the indigenous bankers ? 

(Calcutta^ 1937) 

A. An answer to the first part of the ques- 
tion can be given with the help of the answer to 
the second part of the Q. 178. 

Relationship of the Reserve Bank with 
the indigenous bankers. The Reserve Hank 
has got no relationship with the indigenous 
bankers as such. It has, however, made its 
own proposals for doing this. But as they 
were not acceptable’ to the indigenous bankers, 
no legislation has been recommended on their 
basis as yet. It is prepared to extend its open 
market operations to trade bills in the same way * 
as it does at present to Government* securities, 
provided an open bill marked is developed in 
this country by the indigenous jbankers. It gives 
remittance facilities to approved indigenous 
bankers and charges the same rates as to non- 
scheduled banks and co-operative societies and 
banks. They are as follows : — 

Upto Rs. 5,000 1 1 16% (minimum Re. 1) 

Over Rs. 5,000 1/324 (minimum Rs. 3-2) 
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Actual telegram charges to be charged in 
addition. 

Qr^81. What ate the functions of the Reserve 
Bank of India ? What proposals has the hank 
made to bring the indigenous hankers within its 
ambit ? {Allahabad^ 1943) 

A. For functions of the Reserve Bank of 
India, please consult answer to Q. 172. 

Proposals made by the Reserve Bank to 
bring the indigenous bankers within its am* 
bit. The Reserve Bank of India's proposals to 
bring the indigenous bankers within its ambit 
may be studied under two heads ; (1) Those con- 
tained in the letter addressed in May, 1937 to 
the Scheduled Banks and Shroffs’ Association, and 
(2) those contained in the Statutory Report with 
% view to bring about development of a bill 
market in the country through them. 

The proposals contained in (1) were as 
follows : — 

(i) Indigenous bankers must confine their 
business to banking proper as defined by the 
Indian Companies Act. Any other business that 
they might be conducting should be wound up 
♦within a reasonable time. 

(ii) They must maintain proper books of 
accounts, and have them audited by registered 
accountants. The Reserve Bank will have the 
right to inspect the accounts and call for any 
information necessary to determine the financial 
status of the banker, 

(»*») They must file with the Reserve Bank 
ihe periodical statements prescribed for scheduled 
banks. They must also in the interest of their 

26 
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depositors, publish the returns, prescribed for 
banking companies by the Companies Act and be 
liable to the same penalties for non-compli- 
ance. 

(iv) The Reserve Bank will have the right of 
regulating the business of the bankers on banking 
lines, when necessary. 

(v) During a period of five years from the 
date of their registration as private bankers in the 
books of the Reserve Bank, they will be entitled 
to open an account at any of the offices of 
the Reserve Bank, and be otherwise subject 
to the same conditions as the scheduled banks 
except that durin{< such period they will not be 
required to furnish the compulsory deposit set 
out in section 42 of the Reserve Bank Act, unless 
any of their weekly statement discloses that their 
demand and time liabilities are five times more iif 
excess of their capital in the business. 

(vi) If an indigenous banker does not incor- 

porate himself under the Companies Act, his 
liabilities in respect of his banking commitments 
will be unlimited. He should, therefore, state the 
amount of capital he has available for banking 
business. (Bankers with a capital of less than 
two lakhs need not apply). ^ 

{vii) When required they will have to indi- 
cate (a) the names and the extent of the interest 
of their business partners, if any ; and (6) if any of 
the bankers is a member of a Hindu joint family the 
names and interests of the co-sharers. In both the 
cases, statements will also be required to be made 
by the co-sharers that they are prepared to take 
Iheir full share in the business and its liabi’i 
titles. 
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{viii) This scheme will be a tentative one for a 
term of five years, but before the end of this period,, 
the Reserve Bank will frame p>roposals for legisla- 
tion if it thinks fit, further to co-ordinate or regu- 
late the position of the private bankers. It is likely 
that such legislation would take the form of a 
separate Bank Act as suggested by the Bank- 
ing Enquiry Committee or otherwise to stander- 
dise and co-ordinate the status of these registered 
private bankers on lines in consonance with the 
scheduled banks. 

(ix) (l) If they satisfy the above conditions,, 
they will have the privilege of rediscount with the 
Reserve Bank against eligible paper, the right to 
secure advances against government paper, and 
remittance facilities similar to those for scheduled 
banks. 

(2) If the Reserve Bank decides to take 
action on the lines here indicated, legislation 
will be necessary and the indigenous bankers will* 
then be called upon to make an application in the 
manner which may then be prescribed. 

Those contained in (2) were made as a result 
of the appreciation of the Reserve Bank of the 
^point of view of the indigenous bankers which 
they put before it in reply to the above proposals* 
It was inclined to think that the ultimate solu- 
tion lay in the development of an open bill market 
in which first class bills are freely negotiated. If 
such a market could be developed, it would be 
possible for the Reserve Bank, as it pointed out, 
to extend its open market operations to trade 
bills as it does at present to government securities 
,and this would surely give first class indigenous 
bankers the closer and possibly ultimately the 
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direct relationship without compellini^ th^m to 
modify the essential character of their business 
or to submit to unduly rigid restrictions. 

Write a note on the Rural^ Credit 
Department of the Reserve Bank of India. State 
the proposals of the Reserve Bank authorities for 
improving the rural credit facilities in India, 

(Allahabad, 1940) 

A, A note on the Rural Credit Depart- 
ment of the Reserve Bank of India. The 

work of the Reserve Bank of| India is divided 
in different departments and that of each depart- 
ment in its turn, in different sections. The Rural 
Credit Department has three sections, viz,, the 
Agricultural Credit, the Banking, and the statis- 
tical and Research. 

The activities of the Agricultural Credit Section 
are three-fold. First of all, it studies all pro- 
blems relating to rural finance with particular 
reference to co-operation and to legislation for 
the relief of rural indebtedness. Secondly, it 
keeps in close touch with the co-operative move- 
ment through its officers who study on the spot 
its special features all over the country. The 
results are published in the form of bulletins. 
Thirdly, it places its services at the disposal of 
th central and provincial governments, co-opera- 
tive banks and other banking organisations 
which may happen to consult it on problems 
connected with agricultural credit. 

This section has so far prepared and issued a 
Preliminary Report and a Statutory Report, a 
■draft scheme for the linking of indigenous bankers 
with the bank and several bulletins. Various 
Acts passed by the Provincial Legislatures with 
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regard to money-lenders, and their business were,, 
it may be said, based on the suggestions contained 
in the two reports mentioned above. The reduc- 
tion of the stamp duty on bills has also been 
brought about due to its efforts. 

Next, it should develop a bill market in 
the country. At present the bank charges the 
same rate for its loans and discounting. This 
section should impress upon it the necessity 
of charging a slightly higher rate for its 
loans than for discounting. Further, it should 
impress upon it the necessity of encourag- 
ing the shroffs and other urban credit agencies 
by various means to finance the village bankers 
by mean ^ of usance bills. In case of financing the 
cultivators as well, the village bankers can be 
made to adopt the system of drawing such bills 
with dates of maturity approximately coinciding 
with the probable date on which the harvest 
would be sold, because they can only meet their 
bills with the proceeds of the sales. The bank 
like all other central banks has also got the power 
of carrying on open market operations, *. e„ direct 
dealings with those actually engaged in trade and 
industry in cases of emergency. But this section 
shall have to impress upon it the necessity of 
carrying on such operations through direct pur- 
chase, sale and discount of bills at least during 
the first few years, more freely and more as its 
normal power than emergency. In fact, for foster- 
ing the bill habit among the Indian population, 
it should have direct relations with the rural 
credit agencies, e. g., money-lenders, indigenous 
bankers, co-operative societies and central banks 
and land mortgage institutions. Next, this sec* 
tion should maintain staff for audit and valuation 
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in the light of the suggestions already made. 
This will bring about efficiency in the working 
of both co-operative and land mortgage banks. 
Thirdly, it should get the Bank Act so amended 
as to bring the co-operative banks of the Native 
States of the country as well within its scope. 
At present, they remain outside it. Fourthly, it 
should study the problems of the Loan Offices of 
Bengal and Nidhis and Chit Funds of Madras 
and take steps to reform their working with a 
view to make them more useful credit agencies. 
Fifthly, it should impress upon the bank the 
necessity of dealing directly with those of the 
central co-operative banks as well which have 
xeached a high standard of banking. Finally, it 
must establish warehouses on the lines suggested 
in connection with the marketing finance. By 
doing all these things, the section will prove to 
be of immense benefit in solving the problem of 
agricultural finance. 

The Banking Section deals with all problems 
relating to the scheduled and non-scheduled 
banks, renders advice on banking and financial 
matters to banks and governments, and prepares 
reports on these matters as and when required. 

The statistical and Research Section, on the . 
other hand, studies various statistics and com- 
piles them. It also undertakes researches on 
various problems. 

Proposals of the Reserve Bank authori- 
ties for improving the rural credit agencies 
in India. In fact, Reserve Bank authorities have 
not made any concrete proposals for improving 
the rural credit agencies in India. The most ^ 
efficacious method of developing new channels of 
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credit they believe to be found out by tentative 
experiments. They issue from time to time 
bulletins and circular letters laying down such 
general principles as seem to them to be of 
general applicability and offer advice for correct- 
ing errors which seem to them to be due to lack 
of knowledge or experience. From what is given 
in their Statutory Report, it seems that they 
want to see co-operative banks and indigenous 
bankers to be placed on all fours with scheduled 
banks. But they have also recognised that they 
are not yet ripe for this and that to insist on 
their furnishing compulsory deposits at present 
would be unduly harsh. With a view to bring 
about the development of a bill market in the 
country, they have, however, got stamp duties on 
bills reduced. Next, with a view to improve 
banking in India they have also made proposals 
for an Indian Bank Act. Their consideration 
hiis, however, been postponed because of the war 
conditions for the time being. They have also 
been in personal touch with the co-operative 
societies and banks and land mortgage banks. In 
certain cases, they have recognised them, pub- 
lished the reports in the form of bulletins with 
a view to make them available to others for im- 
proving their activities on the lines suggested, 
if possible. 

Q 183. Attempt a lucid essay on the working 
of the Reserve Bank of India. {Calcutta^ 1939) 

A. A lucid essay on the working of the 
Reserve Bank of India. The Reserve Bank 
of India has been working for about 8 years^ 
During this period, its bank rate has remained 
unchanged at 3 per cent, and all demands of 
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currency during busy seasons have been met by 
a reduction of the notes held in the Banking 
Department. The extent to which this is done 
can be measured by the difference between the 
maximum and minimum of them held by it- 
It has been much more than the average seasonal 
difference of Rs. 12 crores in the cash balances 
of the Imperial Bank in the pre* depression period 
of 1921-29. But there is the other side of the 
picture as well. Various rates in the markets do 
not seem to bear relationship with the bank rate. 
The money-lenders and indigenous bankers con- 
tinue to charge usurious rates. The bank has, 
in fact, not been able to solve the problem of 
rural finance. 

It has also been created with a view to 
minimise bank failures. But it could not rise to 
the occasion when Benares Bank, Ltd*, and 
Travancore National and Quilon Bank, Ltd., 
failed in 1938. They were both scheduled banks, 
and their failure cannot but bring disreputation 
to the name of the bank. In the case of the 
latter bank at least, the position that it took was 
not justifiable, A little before the suspension, 
the bank in question had applied for aid, but it 
had been refused because the Reserve Bank in- 
sisted on an investigation before giving such aid. 
It may be said that the proper time to investi- 
gate was not when it was actually gasping for 
breath but during the preceding three years 
when it was on the list of the scheduled banks. 

It has not been able so far also to bring indi- 
genous bankers under its control. From the 
proposals contained in the draft scheme prepared 
by it for establishing a relation with them, iit 
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is evident that it insists upon their receiving 
deposits, giving up of non-banking business and 
publishing of accounts. None of these things 
is possible. First of all, there is no need for its 
insistance upon their developing deposit business, 
when they perform many of the other banking 
functions. In fact, we cannot understand why 
should so much stress be laid out only on thjs 
function on the lines of the English banking 
system. Can India not follow the system evolved 
after an experience of centuries ? With regard 
to their giving up of non-banking businesses, also 
it may be said that many of them feel that the 
stoppage of a non-banking ancestral business 
would involve not only the closing up of a lucra- 
tive source of income, but might be a blow to 
their prestige as well. Then, with regard to the 
publishing of accounts also, it may be said that 
this is not so very necessary. It will serve the 
purpose if they send them periodically to the 
Reserve Bank of India which may publish it in 
a. consolidated form if need be. 

The bank has not also been able to develop 
a bill market in this country. It has, of course, 
brought about a reduction in stamp duties on 
them. Certain other measures are, however, 
required to be adopted before any success can 
be expected to be achieved. 

But it has done a number of things and it 
may be hoped that it will go on improving. All 
the scheduled banks bear a close relation to it. 
Even non-scheduled banks have also been coming 
in touch with it. It has also been giving sound 
opinions with regard to various problems arising 
in connection with banking and finance in the 
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country to various governments and authorities 
concerned. It has also made proposals for the 
enactment of a separate Indian Bank Act. 

Finally, there is collection and diffusion of 
banking statistics, etc. The bank prepares and 
transmits to the central government a weekly 
account of its. Issue and Banking Departments 
which is published in the Gazette of India. It 
publishes each week a consolidated statement 
of the returns received from the scheduled 
banks. It supplies to the press communiques 
regarding treasury bill sales, clearing house figures, 
government loans, etc. It has also now taken 
over the compilation of the Annual Report on 
Currency and Finance, and of the Statistical Tables 
relating to Banks in India. Finally, it publishes 
a monthly statistical summary and its Annual 
Report. 

Q. 184. How would you improve the work’- 
ing of the Reserve Bank of India ? 

(Calcutta^ 1940) 

A, Ways to improve the working of 
the Reserve Bank of India. The working of 
the Reserve Bank of India can be improved, first 
of all, by bringing its control in the hands of the 
people of this country. Of course, we know 
that the Government has wide powers in this 
respect. But so long as it is not responsible to 
the Legistatures, it cannot be expected to work 
in national interests. 

The fixing of the exchange rate of the rupee 
between Is. 5f|d. and Is. 6/^d. against popular 
opinion can be cited as an example. 

Modern banking being in its infancy in thic 



BBSfiBVB BANK OF INDIA 


411 


couQigy, some of the provisions of the Act also 
do not conform to its requirements and hence 
they need change. With regard to the financ- 
ing of agriculture, it may be pointed out, for 
instance, that loans and advances granted by 
it are required to be repaid within ninety days 
of their contration. Now, this cannot help agri- 
cultural operations in any large measure. They 
may, however, be used by the provincial co-opera- 
tive banks or central land mortgage banks 
declared to be provincial co-cperative banks only 
for meeting temporary shortage of their funds 
provided they are sure of being replenished within 
this period. But it is obvious that they can 
look to the bank only in cases of emergency and 
not normally. This is surely in accordance with 
the practice prevailing in other countries. But 
here there is also the need at least in the transi- 
tional period for the provision of normal finance 
as well. There is, of course, the provision for the 
rediscounting of the promissory notes of the 
central co-operative banks and drawn for financing 
seasonal agricultural operations or of the approved 
co-operative marketing or warehousing societies, 
and in both cases maturing within nine months, 
by the provincial co-operative banks. This is no 
doubt a bit helpful. But there is another diffi- 
culty, via., that as far as the promissory notes 
of the co-operative marketing or ware-housing 
societies are concerned, they cannot arise in any 
large number because, as we know, there 
are very few co-operative marketing or ware- 
housing societies in this country. Finally, from 
all this it is clear that the Reserve Bank recog- 
nises only provincial banks and not central banks 
for giving accommodation. The agriculturists 
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obtain credit from primary societies which look 
to central banks. As the Reserve Bank grants cre- 
dit only to the provincial banks, the central banks 
in their turn must obtain funds from them. This 
is really a very round about process and hence 
it would be better if the bank were to deal 
directly with such central banks as conform to 
a particular standard than with only provincial 
banks. 

The working of the bank can be improved 
also by bringing about a development of the bill 
market in the country. Its bank rate like the 
hank rate of other central banks is the rate at 
which it is prepared to rediscount bills and hundis 
or grant loans on the basis of the first class 
securities. Emergence of bills can be encouraged 
here, however, only by miking a distinction bet- 
ween the rates for rediscounting of bills and hundis 
and for granting loans on the basis of the first 
class securities. The former must be a bit lower 
than the latter. 

It should also bring indigenous b inkers under 
its control as early as possible as so long as it 
does not do that it cannot be said to be in the con- 
trol of the entire Indian money market. In fact, 
there are two money markets in this country —one 
modern and the other indigenous— without any 
connection between them. 

Certain difficulties were also experienced in the 
interpretation of the rules in the Reserve Bank Act 
when the question of helping the Travancore and 
National Quilon Bank arose when it was gasping 
for breath. The advances, as already pointed out, 
could be made under the rules on the security 
of bills of exchange and promissory notes matur- 
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ing 90 days after the date of purchase. Hence, 
it was contended that the demand promissory 
notes which the bank offered did not fall in this 
category. It was also held that the bills and 
promissory notes on which the bank was autho- 
rised to grant loans coulrf be only these in whose 
support the documents of title to goods had 
been transferred to the borrowing bank and not 
the goods themselves. As we know, this is far 
from realities. Warehouses and consequently 
warehouse receipts do not exist in this country. 
In fact, there is something wrong with the Act 
itself and it is idle to prescribe such documents 
as a basis for central bank assistance. 

APPENDIX 

Supplementary Questions 

Q. 7. Explain the principal functions of the 
Reserve Bank of India. (Rajputana) 

A. Please refer to the answer to Q. 172. 

Q. 2. What is the composition of the reserve 
of the Indian Central Bank ? How does it 
operate to maintain stability of prices ? 

{Rajputana) 

A. This question can be answered with the 
help of the answer to Q, 176. 
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OTHER BANKING. ORGANISATIONS 

Q. 185. Compare and contrast the work of a 
commercial bank with that of an industrial bank. 
How does India stand in regard to industrial 
banking ? {U. P. 1934) 

A. Compariion of the work of a commer* 
cial bank and an industrial bank. There is a 
vast difference between the work of a commercial 
bank and an industrial bank. A commercial bank 
receives deposits withdrawable at will or after 
the lapse of a short period— usually not more 
than a year. This makes it necessary to make 
advances also for short periods. An industrial 
bank, on the other hand, receives deposits for 
long periods— never for periods of less than a year. 
Thus, it is in a position to make advances also 
for long periods. Industrial concerns require 
both long-term and short term finances. Usually, 
they get their initial block capital by means of 
private or public subscription. But, sometimes, 
it becomes difficult for them to be able to get 
investors willing to subscribe to all the shares 
issued by them before they are in a full working 
condition. They also require from time to time 
block capital for improvement and expansion. 
This, they secure by issuing debentures or more 
shares. But, until conditions become favourable 
for placing such issues in the market, they may 
have to approach some banking concern for it. 
Besides these two kinds of capital required by 
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them» they also require working capital. Industrial 
banks under-write the shares and debentures of the 
industrial concerns and take them up pending 
their final subscription by the public. They keep 
themselves in close touch with the industries 
of the country, and hence are generally in a posi- 
tion to advise the promotors as to the desirabi- 
lity of floating a new concern and expanding a 
going one. Commercial banks provide lor short- 
term money— -working capital. Sometimes, they 
give temporary advances also for effecting im- 
provement and expansion in the going concerns 
as long as the conditions do not become favour- 
able in the market to issue debentures and more 
shares. In our own country, they are, however, 
not always willing to do this. 

Conditions in the country with regard to 
industrial banks. The country stands in a very 
poor position with regard to industrial banks. 
The first of the kind started here was the Tata 
Industrial Bank which was established in 1918. 
Then came several others in its wake. But they 
never assumed any importance. The Tata In- 
dustrial Bank also, which was the only industrial 
bank worth the name, had to be merged in the 
Central Bank of India within 5 years of its birth. 
The position with regard to them in the country 
is thus not at all satisfactory. Those of any 
importance at present are the Canara Industrial 
and Ban<ing Syndicate, Industrial Bank of Wes- 
tern India, Karnani Industrial Bank, and United 
Induiitrial Bank. 

Q. 186, Write a critical note on Land Mart- 
gage Banks in India. {Rajputana 1941) 

A. \ critical note ou Land Mortgage Banks 
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ih India. Land Mortgage Banks play an important 
part in the supply of rural finance by catering for 
long term requirements of the agriculturists which 
arise out of the necessity of redeeming their past 
debts and improving their lands which they 
cannot normally repay in a short period. These 
banks are generally of three kinds : —(1) strictly co* 
operative, (2) commercial, and (31 quasi -co-opera- 
tive. The first is an association of borrowers who 
raise credit by the issue of mortgage bonds bearing 
interest and made payable to bearer. It is meant for 
mutual help and is not organised for profits. The 
second is a joint stock bank which works for 
profit and declares dividends. The third is an 
association of both borrowers and non-borrowers 
with a share capital and a limited liability. 

The land mortgage banks organised so far in 
this country are of the co-operative type. But 
as they admit as members some non-borrowing 
individuals also with a view to attract initid 
capital as well as business talent organising capa- 
city and efficient management,) they may be regard 
as belonging to the quasi-co-operative type. The 
first of theselbanks was opened in Jhang in Punjab. 
Since then, a number of them have come into exis- 
tence in several provinces. But both the number 
and size of these banks are too small to meet fully 
the requirements of Indian agriculture. 

The most important question in connection 
with the formation of the co-operative land mort- 
gage banks in this country is that of obtaining 
their working capital The agriculturists are here 
too poor to purchase shares. Certain methods 
have, however, been suggested with this end in 
view. The most practicable of these is that of 
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raising share capital by deducting a small 
amount out of the loans made to the bor* 
rowers, e. if a borrower requires a loan of 
Rs. 1,000, he may be given this sum on the 
security of land, but 5 per cent., of it may 
be deducted and thus shares of Rs. 50 may be 
issued to him. If necessary, Government may be 
required to advance an initial sum free of interest 
on condition that it should be repaid as soon as 
possible. But the larger part of the capital shall 
have to be obtained by debentures whose redemp- 
tion may also be required to be guaranteed by 
the Government. It is also possible that tliey 
might have to be purchased in the beginning by it. 
Payment of interest on them may also have to 
be guaranteed in certain cases. 

The amount and period of the loan should be 
fixed according to the repaying capacity of the 
borrower. It must also be fully secured. Instal- 
ments of payment must be so arranged as to suit 
his convenience. The Central Banking Enquiry 
Committee was of the opinion that for a long 
time to come the resources of these institutions 
would be mainly required for enabling the culti- 
vator to redeem his land and house from mort- 
<<gage and to pay off his old debts. The question 
is why emphasis should not be laid on the in- 
tensive and extensive agriculture and their re- 
sources not be utilised with this end in view, as 
until it becomes paying, the redemption will be 
illusory. 

Every province having primary and central 
land mortgage banks must also have a provincial 
iand mortgage bank. For the time being, how- 
ever, certain central land mortgage banks have been 

27 
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declared to be provincial co-operative banks under 
the Reserve Bank of India Act. These can 
obtain from it loans and advances for periods not 
exceeding 90 days against Government securities 
incase of emergency under section 17(4) (a) of the 
Reserve Bank of India Act. The Reserve Bank has 
kept itself in close touch with their working and has 
always given them the benefit of its advice when- 
ever it was sought for. A note was prepared on 
their financing and circulated to all the central 
land mortgage banks and the Registrars of co- 
operative societies of the respective provinces. 
This note suggested certain improvement^: in the 
system followed by them with regard to the floatat- 
tion of debentures and also with regard to their 
retirement. The foundation of an All-India 
Bank has also been recommended. 

Finally, there is the need of amendments in 
certain laws prevalent in this country. It has 
often been suggested that the land mortgage banks 
should be given summary power of recovery by 
foreclosure and sale without the intervention of 
the Civil Court, subject to the safe-guard that the 
aggrieved party can question the action of the 
bank in the Civil Courts. The removal of im- 
pediments to the free transfers of land in certain^ ' 
provinces because of the existence of Land Aliena- 
tion Acts is also necessary, as the land mortgage 
banks cannot sell debentures unless land which 
is a security for these debentures can be sold 
freely in case of default by the borrower. 

Q. 187, Write a note m the Prcrvincial In- 
dustrial corporation as recommended by the 
Indian Central Banking Enquiry Committee forii 
improving the industrial hanking facilities in 
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India. Has any action been taken in this connec- 
tion in any Province in India ? (Allahabad, 1940) 

A. A note on the Provincial Industrial 
Corporation for improving the industrial 
banking facilities in India as recommended 
by the central Banking Enquiry Committee. 

The central and six of the Provincial Banking En- 
quiry Committees recommended the establishment 
of state aided industrial corporations by various 
provincial governments in their provinces. There 
was in the beginning a difference of o[)inion bet- 
ween these and the foreign experts who came 
here to help them. The latter favoured the esta- 
blishment of an All-India institution. Mr. Subcdar 
and some other persons also held this view. 
Weighty arguments were advanced from both the 
sides. Those in favour of provincial industrial 
corporations were as follows : — 

11) Industry being a provincial subject, any 
schUne to promote it must be shaped and con- 
trolled by provincial governments. 

(2) The financing of provincial corporations 
by their respective provincial governments will be 
easier than that of an All-India institution by 
♦he Central Government, 

(3) It will be easier for the provincial corpora- 
tions to raise capital by appealing to the provin- 
cial patriotism than for an All-India institution. 

(4) Provincial institutions are better fitted to 
understand the needs of the industries of their 
own provinces than an All-India institution to 

2 nderstand the needs of the industries in different 
l-ovinces. 
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(5) As a corollary to (4) provincial' institutions 
shall have technical experts iconcerning the in- 
dustries of their own province, and will be able 
to employ them for whole time, while an All- 
India institution shall need technical experts 
concerning industries spread over the whole coun- 
try and shall not be able to employ them for 
the whole time. Concentration will not be pos- 
sible in the latter case. 

The arguments advanced of an All-India ins-'i' 
titution were as follows : — 

(1) The financial position of the I provincial 
governments does not warrant them to take up 
the task. 

(2) The issues of an All-India concern assisted 
by the Centra) Government will inspire a better 
confidence. 

(3) The funds of an All-India concern will 
be distributed over a variety of industries | and 
a very widefarea, and hence it will be abldl^to 
pass through a difficult period of economic de- 
pression without any considerable risk, 

(4) An All-India concern shall have a greater 
voice in the enactment of laws affecting trade and 
industries in the countr 3 \ It shall be able tcy 
throw a greater weight on the policy of the 
Government regarding tariffs railway rates and 
purchase of stores, all these being central subjects. 

(5) The staff of an All-India institution drawn 
from all over the country shall have a wider 
knowledge and a better understanding capabilities. 
Industries of one province shall be able to take 
advantage of the experience obtained in other^ 
provinces. 
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(6) There are Vast resources lying unexploited. 
An All-India concern will select the most pro- 
minent projects in the beginning and postpone the 
less prominent for the future. 

But in the end, unanimity was obtained, and 
it was decided to have provincial industrial 
coTporations with a central, association to safe- 
guard and promote the common interests. The 
functions of the latter were laid down as fol- 
. lows : — 

(1) Assistance to provincial corporations to 
secure subscriptions from the public for their 
shares and debentures. 

(2) Co-ordination of their activities and check- 
ing any tendency on their part to give preference 
to certain industries over others. 

(3) Laying down of certain general principles 
for their guidance. 

(4) Securing for them concessions from the 
Central Government. 

Action taken in this connection by various 
provinces. U. P. was the first to take action 
in this connection. A scheme for the floatation 
of a company of this type received the approval 
of its provincial legislature in June 1936. It 
contained the following provisions. The company 
maybe called the Industrial credit company or 
Banking Corporation. Its subscribed capital 
may be about Rs. 30 lakhs, and its paid up capi- 
tal about Rs. 15 lakhs. It may supplement its 
own capital by raising long-term deposits and 
loans. It may also issue debentures. It may 
have a Directorate of six or seven members, feome 
of whom may be nominated. The Government*s 
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sanction may be necessary for the appointment 
of the manager and other superior staff. The ’ 
company may establish branches at mofussil 
centres and may set up local committees there. 
The Government may also assist it by guarantee- 
ing dividend on capital at a specified rate or 
interest on debentures at a fixed percentage. It 
may also grant subsidy towards the expenses 
of management. A marketing company has also 
been started, and the credit company has under- 
written its capital to the extent of Rs. 5 lakhs. 

It does not only market the goods on a consign- 
ment basis and do general commission work, but 
also makes small advances for raw materials or 
against finished goods left with it foe sale. The 
Government assists it by giving an annual sub- 
sidy and contribution towards the cost of educa- 
tive propaganda, publicity, advertisement etc. Seve -7 
ral other provinces have also taken action on the 
same lines. 

Q, 188, Have you any sui^^estions 'for im- 
proving the present banking facilities of India 
in respect of industrial finance ? 

A. Sug(?e8tion for improving the present 
banking facilities in respect of industrial 
finance. A number of suggestions have been 
made for improving the present banking facilities 
I B and India, in respect of industrial finance. First of 
other banks all, Imperial Bank of India and other commercial 
can assist banks and specially the strong ones can increase 
them. gnancial assistance to the industries to a 

very great extent by adopting the following 
lines : — 

(1) They must act as underwriters t of all the 
issues whether of the new or old concerns. This 
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will necessitate the maintenance of an expert 
staff by them, whicTi shall study very closely the 
future prospects of a company proposed to be 
started. It will have the effect of limiting the 
number of concerns which have no good future 
prospects. In fact, many of such companies could 
not have come into being as have failed due to 
lack of careful thinking, had this policy been 
followed by the banks and thus the ruin of a 
number of investors would have been saved. 

(2) In most cases the issues under- written 
by the banks shall be readily subscibed to by the 
public as they will inspire a better confidence, 
but in certain cases, it is possible that a portion 
of the same might have to be taken by them. 
These will not, however, remain with them for 
a considerable time as the growing prosperity of 
the companies concerned will enable them to 
unload them soon in the open market and perhaps 
at a ])remium. 

(3) The banks shall have also their represen- 
tatives on the directorates of such companies and 
they will thus surely exercise a note of caution. 

(4) They must make short-term advances on 
the personal security of the companies to some 
extent. 

(5) Licensed warehouses must be established 
in important industrial centres and advances 
should be made on the basis of the receipts issued 
by them, 

(6) Discounting of bills should be encouraged 
by charging a lower rate than for other forms 
of credit. This will provide the banks with the 
kind of the assets they need most. In their 
abj ence, they are in the habit of investing huge 
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sums on the purchase of government securities 
and treasury bills. This is not the proper function 
of banks. They must, first of all, help industries 
and trade and then the Government. 

(7) A large proportion of almost all the linvest- 
ments of these banks is in government securities, 
only a fraction being in debentures, stocks and 
shares of joint stock companies. In recent years, 
however, there has been a change in the attitude 
of most of them, and the proportion of their 
investment in the latter has been rising up. This 
is good and must be encouraged. 

If, however, Imperial Bank and other com- 
mercial banks do not take up this task, more of 
industrial banks may be established to fulfil the 
gap, and in such a case their functions will be 
the same as laid down above. The existing 
industrial banks will also do well to improve 
their business on these lines and to become more 
useful to industries. 

Some of the central and six of the Provincial 
Banking Enquiry Committees have also recom- 
mended the establishment of state-aided indus- 
trial corporations by the provincial governments 
for this purpose. But this can be ruled out for 
certain well-known objections against it. First 
of all, the burden of establishment of such institu- 
tions will fall on the tax-payers who will certainly 
resent it. Next, if the governments have got 
funds to take up this task, there are many others 
which being more important must precede it. 
Thirdly, it is not reasonable that state aided ins- 
titutions should be allowed to compete with 
private enterprise. But there is a case for their 
establishment for the purpose of undertaking the 
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financing of several public utility industries. 
Already the need for such an institution has 
been felt in some provinces. In the beginning, 
the foreign experts who came to assist the Bank- 
ing Committee, however, insisted on the establish- 
ment of All-India institution for this purpose. Very 
weighty arguments were advanced from both the 
sides. But in |he end unaniquity was obtained 
on this point, and both the sides being impressed 
by the arguments of each other, decided to have 
provincial industrial corporations with a central 
association to safeguard and promote the common 
interests. 

Finally, steps should be taken to popularise 
shares and debentures of the industrial concerns 
amongst the public. These include the examina- 
tion of the schemes by the industrial banks before 
a new concern is floated, the inspiring of confidence 
of the public in them by the change in the policy 
of the Government, the creation of agencies 
capable of bringing the people in close touch with 
industrial securities, making arrangements for 
their education and training, the introduction of 
the firms of reliable share-brokers in all towns, 
the reduction of stamp duty on the transference 
of the securities, the encouragement of dealings 
in small units of shares, their acceptance by banks 
as security for granting loans, and avoidance of 
competition of the Government to raise capital 
in the Indian markets by offering high rates of 
interest. 

Q, 189, Enumerate the various hanking func- 
tions performed by the Post Offices in India, 
Indicate the directions in which it is either pos- 
sible or desirable to extend the banking services 
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of the Indian Postal Department, {U.P. 1930) 
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A, Banking functions performed by the 
Post Offices in India. The various | banking 
functions performed by the Post Offices in India 
are (1) the acceptance of deposits in savings 
banks, (2) the issue of postal cash certificates, 
(3) the purchase and sale of Government fsecuri- 
ties, and (4) the issue of Life Assurance Policies. 
We have certain miscellaneous services as well. 

.( 

Savings Banks, Post Office savings banks 
were first established in 1882 and since then they 
have been making gradual progress excepting 
temporary setbacks during the war periods (1914- 
18) and (1939 to date). These banks are found 
throughout the country in all head post offices, 
all sub-post offices and some branch post offices. 
Their number is about 13000, and more than 31 . 
lakhs of people of all sorts have deposits in them 
of an amount aggregating to about Rs. 52 crores. 
Net .deposits into an account in a single year have 
been now raised to Rs. 1,500 and the total amount 
that can be kept in it is limited to Rs. 5,U00 in 
the case of an adult and to Rs. 1,000 in 
the case of a minor on whose behalf an account 
can be opened by his relative or guardian. With- 
drawals can be made once a week. The rate of 
interest is at present 1J% and it is calculated for 
each month on the lowest amount in an account 
between the end of the 4th day and the end of 
the month. The acceptance of cheques as well 
in savings bank transactions has been allowed 
since 3rd August, 1942. As a war measure Post 
Office Defence savings banks accounts have also 
been introduced from the year 1941-42. The ^ 
amount standing to the credit of these accounts 
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at the end of the year 1942-43 was Rs. 40 lakhs. 
Withdrawals from them will be allowed after 
the end of the war. The rate of interest on them 
is 2l per cent. 

Suggestions for improvement. It would 
be better, if the number of post offices performing 
savings bank business is increased. There is a 
great necessity of these post offices in rural areas. 
In small villages where the employment of a full 
time post-master may be thought to be unprofit- 
able, some important people may be authorised to 
carry on this business on behalf of the post 
office. They should be made responsible to the 
postmaster of the neighbouring post office with 
whom they must deposit all sums, say after 
retaining Rs. 20 in their hand* The communi- 
cation between such persons and the neighbouring 
post offices may be maintained through the post- 
men. Deposits by cheques on other banks 
have already been allowed. Withdrawals by 
cheques may also be allowed without any 
difficulty as they have been allowed by many 
joint stock banks. Besides, at present amounts 
cannot be transferred from one savings bank 
account into another. The facility can be given 
with ease. Use of the languages most current 
in various provinces will also go a long way to 
popularise them. These are some of the sugges- 
tions in connection with the extension of this 
business. 

Postal Cash Certificates. Issue of postal 
cash certificates was first begun during the war 
of 1914-18. It has succeeded in drawing out a 
considerable amount of the savings of persons 
of moderate means. The certificates mature 
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after 5 years from the date of issue and are 
payable in Rs, 10 or multiples of Rs. 10. The 
difference between the purchase price and the 
maturity yield provides interest. They can be 
cashed at any time before maturity, but no 
interest is paid if they are cashed within a year 
from the date of issue, and interest rate rises 
progressively from the second year. From itheir 
inception till the year 1935-36, there was regis- 
tered an annual increments in the amount , 
standing at the end of each year. Since 1936- 
37, however, there has been brought about a 
decline. At the end jof the year 1942-43, total 
amount^outstanding was Rs. 34*57 crores. As 
a war measure Ten Years Post Office f Defence 
Savings Certificates have also been introduced. 
Their amount standing at the end of the same 
year was Rs. 5*56 lakhs. 

Purchase and sale of Government Secu- 
rities. The facility provided for the purchase 
and sale of Government securities by the post 
offices is also very important. An individual can 
invest money free of charge through a post office 
in any Government of India securities upto 
a maximum of Rs. 5,000 in any official year. 
These can also be sold through it free of charge 
at the prevailing prices if the investor is a savings 
bank depositor at the time. An investor can 
also leave the securities purchased through a 
post office in the custody of the D. A. G. of 
Posts and Telegraphs. It has been pointed out 
by some that a greater publicity should be given 
to this facility provided by the post offices sa 
that the public may know of it. 

Insurance business. Insurance facilities 
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are provided by the post offices to Government 
servants, and employees of local bodies and Uni- 
versities. They are life assurance and endowment 
assurance. There is also a special kind of insu- 
rance wherein monthly allowances commencing 
at once or from a particular date in future are 
given. The minimum and maximum limits of 
the first and second kinds of policies are Rs. 100 
and Rs. 20,000 respectively, and those of monthly 
allowances are 8 as. and Fs. 50. The premia is 
deducted monthly from the salary. It has been 
suggested by some that this facility should be 
extended to the general public. This will, how- 
ever, be injurious to the interest of the insurance 
companies, as people would prefer postal insu- 
rance to private insurance. 

Miscellaneous services. The post-office also 
collects money for the parcels sent through it 
under V. P. P. system. It is advantageous’ for 
promoting transactions between those bcllers and 
purchasers who are not known to each other. 
It also undertakes the remittance of money 
under money order system. The rate of commis- 
sion is very high, Re. l/- per cent. It may be 
lowered with advantage. There are many places 
in the country where there is no other agency to 
undertake this business. 

APPENDIX 

I 

SUlPPLEMENTARY QUESTION 
Q- 1* What is the difference between the func- 
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tions of an Industrial Bank and that of fan 
ordinary commercial Bank ? What help (Can 
Indian industries expect from the ‘establishment 
of Industrial Banks in our country ? {Rajputana) 

A. Please consult answers to Qa. 186 and 
189. 
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SURVEY OF INDIAN BANKING 

[PUNOTIONS OP THE DIPPERENT CLASSES OF 
BANKS— DEFECTS AND REMEDIES— EFFECTS OP 
THE LACK OF DISCOUNTING FACILITIES ON 
INDIAN MONEY MARKET— SPECIAL FEATURES 
OP INDIAN BANKING— CAUSES OF THE SLOW- 
NESS OF THE DEVELOPMENT OF BANKING 
HABIT]. 

Q. 190. Enumerate the different classes of 
banks in India, statin/; briefly the differences in 
their functions. {Rajputana) 

A. Different classes of banks in India. 

The different classes of banks in India are (l) the 
Reserve Bank of India, (2) the Imperial Bank of 
India, (3) the Exchange Banks, (4) the Joint 
Stock Banks, (5) the Land Mortgage Banks, (6) 
the Co-operative Banks, (7) the Industrial Banks, 
(8) the Savings Banks, and (9) the Indigenous 
Bankers. 

(1) The Reserve Bank of India is the central 
bank of the country. It performs both the central 
banking and ordinary banking functions. The 
latter have, however, been so designed as to be 
performed by it in a way that it may not be 
possible for it to enter into competition with other 
banks of the country. For instance, the bank 
eceives deposits but free of interest, discounts 
)ills of exchange, etc., but bearing signatures of 
tt least one of the scheduled banks or of a pro- 
trincial co-operative banks. It grants Icredit only 
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to various Governments, States, local authorities 
and scheduled and provincial banks. Its central 
banking functions are the same as those of any 
other central bank. It has the sole monopoly of 
note-issue, and it is the sole channel for the in 
and outtake of all currency. It is a banker to 
the various Governments in the country, holds 
their balances, manages public debts, receives and 
pays on their behalf in India and abroad. It ife 
also a banker s bank. Every scheduled bank has ^ 
to maintain a fixed percentage of its time and 
current deposits with it. The bank helps them in 
times of need. It guides supervises, and controls 
them. It also collects and publishes various 
statistics regarding banking in this country, 

(2) The Imperial Bank of India is a bank of 
its oWn kind. In no other country of the world, 
we have a parallel to it. It acts as an agent to 
the Reserve Bank of India. Besides, it under- 
takes all the commercial banking functions. It 
has als.i been now allowed to undertake foreign 
exchange business. 

(3) The Exchange Banks are the ^anks of 
foreign origin having branches in this Country, 
They have monopolised almost the whole of the 
foreign exchange business. For sometime past 
these banks have also begun doing commercial 
banking business. They have got their offices at 
port towns and big commercial centres. 

(4) The Joint Stock Banks are the banks 
registered under the Joint Stock Companies Act 
of the country. They undertake all kinds of 
commercial banking business. 

(5) The Land Mortgage Banks are the banks 
established in certain provinces to finance the 
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long-term needs of the agriculturists. They re- 
ceive deposits for long terms and hence are in a 
position to undertake this business. They do it 
on the mortgages of the lands belonging to the 
borrowers. 

(6) The Co-operative Banks ase the banks 
established with a view to financdUw short-term 
needs of the agriculturists. There are, however, 
some binks which finance the short-term needs of 
borrowers belonging to other classes but their 
{lumber is not big enough. These banks have 
been found on co-operative principles. 

(7) The Inclustri il Banks are meant to finance 
the long term needs of the industries other than 
agriculture. Their number is, however, very small. 
They also receive long-term deposits, hence are in 
a position to lend for long periods. 

(8) The Savings Banks in this country do not 
have any separate existence of their own. This 
busine S3 is, however, being done in fact by the 
post offices and some of the above banks. They 
are meant to encourage thrift among the people 
in service. 

(9) The indigenous bankers consist of the 
individuals and partnership firms doing banking 

‘business on the most antiquated lines. In most 
cases it is a side business of theirs. They are 
spread all over the countr>% and finance a consi- 
derable portion of the inland trade of the country. 
Besides, they also finance the cottage industries, 
and in some cases also the factory industries to a 
certain extent. 

Q. 191, What are the principal defects of 
banking in India ? What remedies do you 
iugg(st to remove these defects ? (Rajputana) 
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A. The following are the principal defects 
of banking in India : — 

(1) It is not sufficiently developed. The 
number of the modern banks is very small. Out 
of 2500 towns in the country hardly 1000 possess 
a modern bank. This stands in no comparison 
with the state of affairs in other countries. 

(2) Most of the banks in this country transact 
only short-term business. The Imperial Bank, 
the Joint Stock Banks, and the Exchange Banks, i 
all advance money for only short-terms and against 
easily realisable securities. The number of the 
Land-Mortgage banks, and Industrial banks is very 
small. 

(3) Banking habit has not been developed 
amongst the people. They still hoard bullion. 
This is, in fact, due to the lack of confidence in 
the currency and banking system of the country. - 
Rupee currency and notes are token coins, and 
banks fail almost in every banking crisis- 

(4) It is not at all organized. In fact, there 
are two systems of banking in this country— the 
modern and the indigenous with no connection 
between them. The modern banks are, however, 
somewhat under the control of the Reserve Bank 
of India since its establishment. But the indi- 
genous bankers are still out of its control, and 
various schemes suggested for the same, have not 
as yet materialised. Again, neither the modern 
banks, nor the indigenous bankers have any 
sympathy with one another. 

(5) With two different units of banking there 
are two different money markets in the country. 
Discount rates in one do not affect the discount 
rates in another. It has been generally observed 
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that while modern banks do not find employment 
of their resources, even at very low rates, indi- 
genous bankers are hard-pressed for money even 
at very high rates, 

(6) Indian banks have copied the chief features 
of English binks without even in the least think- 
ing whether they suit the Indian conditions. As 
we know, there is a vast difference between India 
and England in the economic condition and pro- 

• blems. English people are well versed in financial 
matters and English industries have never felt 
the want of capital. Indians are, on the other 
hand, conservative and ignorant, and Indian in- 
dustries are in the need of more and more of 
capital. The banking system should suit the 
existing conditions. 

(7) India is a poor country, and it cannot 
afford to have a system of banking which requires 
expensive buildings and high-salaried staff. Be- 
sides, European management and use of English 
language is another impediment to the develop- 
ment of the system. 

(8) There is no separate banking law in this 
countr}^ The Indian Companies Act applies to 
banking also It, however, leaves much which 
requires regulation and control. 

(9) Sound and (good banking depends upon 
efficient bankers. Trained Indians in banking are 
not available. Banking education is imparted only 
in a few universities and colleges and even this 
is far from being practical. 

The above defects can be removed and are 
being removed gradually. But the speed of 
Ireform is very slow. Branch banking will go a 
long way to increase the number of offi:e.s. A 
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change of methods in the working of indigenous 
bankers will also do away with the necessity of 
opening of new branches of modern banks in 
towns which have at present got none of them, 
as there is no place in this country where 
we have not got an indigenous banker doing 
banking business. Then, a relation can be 
established between indigenous bankers and 
modern banks by bringing the former under the 
control of the Reserve Bank of India in accor- 
dance with the various schemes suggested from 
time to time. A change in the methods of work- 
ing of the modern banks too is very necessary 
with a view to make them more suitable and 
useful for service in the country. Finally, spread 
of banking education and its reform will provide 
the country with suitable bankers, and banking 
law will check corruption. 

Q. 192, Discuss the principal defects of 
banking in India, Point out the effects of the 
lack of discounting facilities on Indian money 
market, (U, P, 194S1 

A. P'or an answer ‘to the first part of the 
Q. please look to the answer to the last question. 

The effects of the lack of discounting 
facilities on Indian money market. The 

following are the effects of the lack of discounting 
facilities on Indian money market : — 

(1) Banks do not have the advantage of 
possessing their most legitimate assets in the 
shape of short-term advances against goods 
represented by commercial bills. In fact, these 
are the only assets which are readily convertible 
into cash in an emergency. 
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(2) B ink's power of lending is not elastic. 
If there are bills with the banks, they can redis- 
count them which increases the balances of the 
banks with the Reserve Bank, and as the balances 
constitute their reserve, they can lend much 
more to their customers on the basis of the 
increased balances. 

(3) Finally, there is the absence of the auto- 
matic expansion and contraction of the note 
currency. The Reserve Bank of India is em- 
powered to issue notes on the basis of the bills 
rediscounted with it. In countries where bill 
habit h is sufficiently developed, supply of bills 
depends upon trade conditions. When business 
is brisk, more of bills are drawn and discounted, 
and when it is dull, new bills do not arise and 
old bills mature, Now, these bills are redis- 
counted by the bulks at the central bank and 
currency ex[iands according as it is required. In 
India, this is not possible under the present con- 
ditions though Reserve Bank of India has been 
established with necessary powers. 

Q. 193, Explain the special features of 
Indian banking with a view to make suggcs^ 
Hons for improvement, (Calcutta^ 1940) 

A. For special features of Indian banking 
with a view to make suggestions for improvement, 
please look to the answers to Q. 191. 

Q. 194, Analyse the causes that have con- 
duced to the sl)wness of development of the 
hanking habit in the country. 

Mention some of the factors that can be em- 
ployed to improve the present position, (U, P, 1934) 

A, Causes of the slowness of the deve- 
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lopment of the banking habit in the/ country. 

Various causes are assigned to the slowness of 
the development of the banking habit in the 
country. The first and foremost is that the 
greater part of the population of the country has 
a very scanty income which does not allow them 
to save anything. The agriculturists who form, 
in the main, the population of the country are 
heavily indebted. In many cases they are not 
able to meet both their ends. The condition of 
the middle class of the urban population is also 
far from satisfactory. 

It is said that whatever savings Indians have 
got lie hoarded underground. This may be due 
to the fact that there had been no peace and 
order in the country for long upto the middle of 
the past century. Besides, the foreign raiders 
down from Mahmud of Ghazni to Ahmad Shah 
Abdali, the Indian princes of the various localities 
waged wars against their neighbours and their 
soldiers robbed the people of whatever wealth 
they could get from them. The condition during 
the chaos that reigned in the country since the 
fall of the Moghul Empire till the establishment 
of the British Sovereignity was awfully bad. 

The best form of investment in this country 
has been for long investment in land, perhaps 
due to the security it affords and status it gives. 
Next to land, ornaments are the most popular 
form of investment. This is so, because they 
have always played an important part in social 
ceremonies sanctioned by religion or custom. 
In fact, there was absence of any kind of bank- 
ing facility and this form of investment afforded 
not only safety, but also the best liquidity. The 
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Hindu Law of Inheritance, which mal«is> women 
ineligible for receiving any share of immovable 
property, has also led to the practice , of giving 
stridhan to women in the form of ornaments at 
the time of marriage. 

Some of the Indians took to depositing, their 
savings* with the modern banks of the country, 
but they came to grief due to their continuous 
failures. The whole history of joint-stj^ak banks 
in the country consists of a series of banking 
crises. During the period 1933-34, not less than 
342 banks failed here in India. Two of the 
banks have failed very recently, even when it was 
thought that there would be no failures because 
of the readiness of the Reserve Bank of India to 
help the banks in times of need. In fact, Indians 
have a greater confidence in Gavernment than in 
these banks. This is shown from the fact that 
there was a huge balance in the post oifice 
Savings Bank accounts. They prefer investment 
in Government securities as well to the shares of 
joint stock companies. 

We have also got a currency system which 
does not inspire confidence. To an average 
Indian the value of a rupee coin seems to be the 
intrinsic worth of the silver it contains. Hence, 
he likes to hoard his savings in the form of 
precious metals than keep it in the form of rupee 
coins or invest it with the banks. 

Suggestions for Improvement. The pre- 
sent position can be improved in different ways. 
More of savings banks should be opened in 
villages. There are in this country even now 
many places where there are no post offices and 
no facility of savings bank accounts. Establish- 
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ment of co-operative credit societies too would 
go a long way to encourage thrift and savings. 
Above all, the national income should be in- 
creased, The postal department should give 
greater facilities to its depositors. It may allow 
withdrawal by cheques as well just as some of 
the joint stock banks doing savings bank business 
allow. Use of Indian languages in banks will 
also help much. The Government and other 
semi- Govern ment institutions can popularise the 
use of cheques by making all payment in cheques. 
Then, there are very few share markets in the 
country. The investors in the u[) country towns 
feel difficulty at the time of selling their shares. 
It is a matter of great satisfaction that .such 
markets have recently been opened in Cawnpore 
and Lahore. 


APPENDIX 

Supplementary Question 

Q, 7. What are the defects from which 
Indian banking system as a whole suffers ? Sug- 
gest measures to improve the situation. 
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INDIAN MONEY MARKET 

[its constituents— relationship bet- 
ween THEM-FUNCTIONS OF EACH— SPECIAL 
features] 

Q. 195. What an the constituents of the In- 
dian money market ? Indicate the exact rela- 
tiomhip between them. ([/. P. 1931) 

A. The constituents of the Indian money 
market The constituents of the Indian money 
market are the Reserve Bank, Imperial Bank, 
foreign exchange banks, Indian joint stock banks, 
cc-operative banks, and indigenous bankers an'd 
money-lenders on the one hand, and borrowers 
of money on the other, The borrowers of money 
include the Central as well as the Provincial 
Governments, States and other Government bodies. 

Relationship between them. The relation- 
ship between these constituents is becoming 
closer and closer with the establishment of the 
Reserve Bank. The Reserve Bank is a banker 
of the Government. It is also a banker of all the 
scheduled banks in the country. They comprise of 
Imperial Bank and almost all the foreign exchange 
banks, and Indian joint stock banks. The Reserve 
Bank of India also keeps itself in contact with the 
non-scheduled banks. The Registrars of joint stock 
companies send one of the copies of the balance 
sheets and Cash Reserve Returns received from 
these banks to this bank. It also gives advice 
to them on financial and banking matters and 
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most of them have welcomed it. Imperial Bank 
of India also acts as an agent of this bank. 

The Reserve Bank of India rediscounts the 
bills of the scheduled banks and provincial co- 
operative banks. It also grants them credit 
against prescribed securities. The Secretary of 
State for India, the Governor-General, the provin- 
cial governments, local authorities and states also 
borrow from it in accordance with the terms of 
the Act. It performs agency work also for them. 
The Reserve Bank is willing to advise all the 
other constituents with regard to financial matters. 

The relationship between the Imperial Bank 
and the Indian joint stock banks is not of har- 
mony, The Indian joint stock banks regard the 
entrusting of the sole agency business to the 
Imperial Bank and the payments to it by the 
Reserve Bank, particularly after the removal of 
the restrictions on its activities, as unfair to them- 
selves. In fact, the Imperial Bank has now been 
enabled to compete with the other banks with 
the help of their own money kept as reserve with 
the Reserve Bank. 

The relationship between the foreign exchange 
banks and Indian joint stock banks is also not 
one of friendship. The former have opened 
their branches in inland towns also and compete 
with the Indian joint stock banks for deposits 
and other banking businesses. They have recently 
acquired interest in some of the Indian joint 
stock banks for deposits and other banking 
businesses. They have recently acquired in- 
terest in some of the Indian joint stock 
banks and compete with others with their help. 
They have monopolised exchange business and 



IKDIAK MOKBT MABKET 443 

do not let any other bank do it. In fact, they 
circulate all kinds of rumours against Indian joint 
stock banks. Managers of both these banks and 
Imperial Bank are Europeans, and hence they 
sympathise with one another but do not deal 
with Indian joint stock banks in a manner 
suitible to them. Though Imperial Bank 
has now been allowed to undertake foreign 
exchange business, it does not do so. 

The indigenous bankers form in themselves 
a separate unit. They discount their hundis 
with the Imperial Bank and other Indian joint 
stock banks only during bu=y season. These 
banks maintain a list of approved indigenous 
bankers and accommodate them to the extent 
determined on the basis of the informations 
regarding their position with them. The indi- 
genous bankers have no connection with the 
Reserve Bank. It has. however, made certain 
suggestions with a view to enable them to be 
linked with it. But nothing has been so far done 
in this connection. 

Provincial co-operative banks, as we have 
seen, get credit from the Reserve Bank. It also 
rediscounts their agricultural papers. They also 
maintain accounts with some of the Indian joint- 
stock banks. There are Central Co-operative 
banks also. They maif'tain accounts with some 
of the Indian joint*stock banks. 

Q. 196, What art the constituents of the 
Indian Money market Discuss their functions 
and indicate the relation between them, 

{U, P. 1937) 

4. For an answer to the first part of this 
question please refer to the answer to Q. 195. 
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Their functions and relationship bet 
ween them. The Reserve Bank performs b^th 
central banking and ordinary banking functions 
but the latter have been so designed to be per- 
formed by it as not to allow it to enter into 
competition with other banks of thcj country. 
For instance, the bank receives deposits but 
free of interest, discounts, bills of exchange etc., 
but bearing signatures, of at least one of the 
scheduled banks or of a provincial co-operative 
bank. It grants credit only to various govern- 
ments, states, local authorities and scheduled 
and provincial co-operative banks. Its central 
banking functions are the sime as those of any 
other central bank. It has the sole monopoly 
of note-issue, and it is the sole channel for the 
in and outtake of all currency. It is a banker 
to the various governments in the country, 
holds their balances, manages public debts, 
receives and pays on their behalf in India and 
abroad. It is also a bankers’ bank. Every sche- 
duled bank has to maintain a fixed percentage 
of its liabilities with it. The bank helps them in 
times of need. It guides, supervises and controls 
them. It also collects and publishes various 
statistics re : banking in this country. 

The Imperial Bank of India acts as an agent 
to the Reserve Bank of India, Besides, it under- 
takes all the commercial banking functions. It 
has now also been allowed to undertake foreign 
exchange business. The Indian joint stock banks 
also perform all the commercial banking businesses. 
The foreign exchange banks monopolise in foreign 
exchange business and finance the foreign trade 
of the country. But they also compete with 
the Indian joint stock banks for commercial 
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business in important towns of the country. 
The provincial co-operative banks are meant to 
finance the central co-operative banks which in 
their turn finance the primary co-operative socie- 
ties. The provincial banks also guide and super- 
vise the central co-operative banks 

There are indigenous bankers also. They 
approach the Imperial Bank of India, and other 
Indian joint stock banks for finance, during 
•busy season. They finance the whole of the 
agricultural industry and internal trade of the 
country. They use hundis, which they discount 
with the Imperial Bank and other joint stock 
banks when they are short of funds. They also 
obtain advances from the banks on cash credit 
basis against granaries and other kinds of stocks. 

Q. 197. Whdt are the constituenh of the In* 
'dian Money market ? Ex itnine in this connectio’i 
the relation of the indigenous banks with the 
Imperial Bank and joint stock banks. 

{U. P. 1935) 

A, For an answer to the first part of this 
question please refer to the answer to Q. 195. 

The relation of the ind igenous banks 
with the Imperial Bank and joint stock banks. 

The Imperial Bank and joint stock binks maintain 
a list of the approved indigenous bankers. They 
are prepared to do business only with these and 
to the extent laid down before the name of each 
one of them determined according as is their 
information regarding their financial stability. 
Normally, these indigenous bankers do not ap- 
proach the Imperial Bank or the joint stock banks. 
They have their own capital and they carry on 
their business with it. It is only during busy 
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season that they approach these banks for accom- 
modation. They discount their hundis with them 
and obtain advances on cash credit basis. The 
Imperial Bank of India and other joint stock banks 
have got their offices in Indian mandis* Some of 
them have their pay offices even in petty towns 
provided they are important mandis. Through 
these offices, they advance money to the indi- 
genous bankers on the securities of the grains. 
There are granaries and the keys of these are 
hanaed over to the banks at the time of taking 
advances from them. According as they are re- 
paid, these granaries are relieved from the custody 
of the banks. 


Q. 198, Discuss the special features of the 
Indian money markeL (Calcutta^ 1938) 


Two sides. 
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i4. Special features of the Indian money 
market, The following are the special features 
of the lijdian money market : — 

(1) ^ Absence of a well-knit organised 
money market. There is no one well-knit 
organised money market in this country. In fact, 
there are two sides of it, viz., the modern and the 
indigenous, each without any control of the other. 
The Reserve Bank of India which is the premier 
bank of the country should have control over 
indigenous bankers as well just as it got 
control over other banks, constituting the modern 
market. Relation between several units also, it 
may be said, leaves a good deal which is desired 
for. / 

(2) ^ Aba Slice of a bill market. Next there 
is an absence of a bill market in the country. 
In fact, it is due to a limited use of bills and this 
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because of a number of causes. First of all, 
banks in India prefer investment in government 
securities. Secondly, it is difficult to distinguish 
between a finance bill and a trade bill. Thirdly, 
cash credit is more popular with Indian banks. 
Fourthly, sometimes back, stamp duties on bills 
were also very heavy. Fifthly, bills are written 
in a foreign language. Hundis, on the other 
hand, suffer from their complex phraseology and 
vague rules. Sixthly, bills arising out of foreign 
*trade transactions are drawn in sterling and hence 
discounted in London and not in India. Finally, 
bills are not used in this country also in connec- 
tion with agriculture. 

( 3 ) ^Absence of confidence in Indian 
currency unit. Thirdly, (India has got a token 
currency which is inconvertible for inland pur- 
. ppsigs, and hence people have no confidence in it. 

They like to keep their savings in bullion and 
other properties. 

(4) Absence of confidence in banks. 

Absence of confidence in banks may be permanent 
or only at times of distress. In Western count- 
ries, it is limited only to the times of distress. 
In India, it is, however, ^both. Permanent absence 
of confidence is due to repeated bank failures, and 
absence of confidence at limes is due to the lack 
of assistance to tlfem in times of need, unbalanced 
press and public opinion and actions of banks 
themselves. 

(5) Neglect of other branches of bank- 
ing. Indian bankers have neglected such branches 
of banking as exchange and industrial. They 
must pay attention towards these as well. 

(6) Whole sale imitation of English lyt- 
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tem. There has been a wholesale imitation of 
English system in the parlour of banking with 
the result that Indian ideal of simplicity in all 
spheres of life have been jettisoned this sphere. 

(7) Use of foreign language. Banks in 
this country use English language. VVe know 
that many of our people are not even literate 
what to say of their being conversant with 
English, Under the circumstances, they find it 
very difficult to deal with them. The use of 
English language necessitating the appointment 
of only English people and their number being 
very small, the scope for selection of the members 
of the staff is also very much narrowed. 

(8) Foreign domination. Indian banking 
system is dominated by non- Indians, whose real 
sympathies and interests cannot be with India. 
Their only aim is to earn profit and exploit the 
people of this country. They have, in fact, 
failed to inspire confidence and solve Indian prob- 
lems. They have also not been successful to 
establish a closer relation with the people which 
is very necessary from all points of view. 

(9) Low level of the income of the 
people. The level of the income of the people 
being very low in this country, they cannot be 
expected to save anything and deposit in the 
banks. No other single cause is perhaps more 
responsible for the slow growth of banking habit 
in; this country than this one is. 

(10) Lack of training in banking. Trained 
Indians both in theory and practice of banking 
are not available. Until the end of the nine- 
teenth century, commercial and banking educa- 
tion bad been completely non-existent in this 
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country. For a few decades arrangements have, 
, however, been made for it, but advantage is not 
being taken of the facility so far provided to any 
appreciable extent. 

(11) Absence of a banking law. There 
is no separate banking law in India. The Indian 
Joint Stock Companies Act applies to banking as 
well. Proposals have, however, been made by 
the Reserve Bank of India to remedy the evil. 

/Let us hope that this will be done soon. 

(12) Absence of a Bankers’ Association. 

There is no Bankers* Association in this country 
to discuss matters of common interest and co- 
ordinate the activities of different institutions. 
Its usefulness in alloying panic can also not be 
disputed, and the need for its establishment is 
the greatest in this country for this reason if not 
for others. 


APPENDIX 

Supplementary Question 

Q. 7. Briefly describe the nature and the 
function of the Indian money market. [RajptUana) 

4. Please consult answers to previous 
Qs. in this chapter. 
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MISCELLANEOUS 

Q. 199. Discuss the reasom foi the lack of 
development of a bill market in India. 

(Allahabad, 1943)i 

A. Reasons for the lack of development 
of a bill market in India. The reasons for the 
lack of development of a bill market in India are 
as follows 

(1) Bankers in India prefer investment in 
government securities. Prior to the establish- 
ment of the Reserve Bank of India, they were 
not sure whether Imperial Bank would rediscount* 
their hundis. In fact, it had not laid down any 
standard, and used to refuse accommodation on 
the plea of the particular hundi or hundis not 
being up to the standard. The banks themselves 
also preferred obtaining loans from the Imperial 
Bank on the security of government papers over 
rediscounting of their hundis as the latter step 
meant the disclosure of the names of their clients^ 
to an institution which acted as a rival to them, 
and surely this they could not like. Besides, 
even if the Imperial Bank refused to grant loans 
on the security of the government papers, or 
they themselves did not like to approach it, these 
could be easily realised in the open market. No 
doubt, these difficulties have been removed be- 
cause of the establishment of the Reserve Bank. 
But the old practice continues. This is mor(' 
so because the Reserve Bank charges the same 
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rate for rediscounting as well as for granting 
accommodation on the security of government 
papers. It can bring about a change in the situ- 
ation by» charging a slightly higher rate for 
granting loans than for rediscounting, Bank 
rate should, in fact, be applied here only to the 
rediscounting of hundis and not to the granting 
of accommodation. 

Another reason for the popularity of govern- 
ment papers was their yield. This has, however, 
now caused to be so, 

(2) It has been found difficult to distinguish 
between finance bills and trade bills in the a^ence 
of the documents of title to goods. In fact, there 
ought to be warehouses, and sales should be 
effected by means of the transfer of the ware- 
house receipts which may act as evidences of 
{rade tr.msactions in connection with which bills 
arise, .ind thus facilitate the distinction between 
trade and finance bills. 

(3) The scarcity of bills is also due to wide 
prevalence of the system of cash credit which is 
advantageous to the fborrowers as well as the 
lending banks. Bills, however, should be pre- 
ferred by both because of its obvious advantages, 
find this is sure to happen as they are realised 
by them. 

(4) Previously bills were unpopular also due to 
heavy stamp duties. They have, of course, been 
reduced now. 

(5) Bills are of foreign origin, and cannot be 
very i)opuIar because of the use of foreign language 
which very few people know. Hundis have, 
however, been in use in India since ancient, 
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times, and are written in almost all the Indian 
languages. But there is the difficulty of its 
phraseology which is very complex and difficult 
to be memorised. It should, in fact, be simplified. 
Moreover, they are governed by the negotiable 
Instrument Act subject to the local customs and 
usages which differ very widely. They should 
now be unified and if possible legalised. 

(6) Bills arising out of foreign trade transac- 
tions are mostly drawn in terms of sterling. Itf 
case, they are drawn in terms of internal currency, 
they will surely lead to the building up of a bill 
market. 

(7) There is a complete absence of bills ac- 
cepting houses in this country on the lines of 
those in England. Bankers also do not act as 
acceptors of bills on behalf of their customers 
to any appreciable extent. Its development is 
sure to prove very useful in building up a bill 
market in India. 

(8) Bills are also not used in this country in 
connection with the agricultural industry. Anti- 
cipatory bills, as they are called, are in very 
much use in America, and they can be in- 
troduced in India as well with much advani 
age. Co-operative godown societies may be 
formed and cultivators may be encouraged to 
obtain advances on harvested produce by joining 
them and allowing them to draw usance bills on 
themselves (cultivators). The societies may, then, 
discount them with district co-operative institu- 
tions and the latter in turn with the joint stock 
banks or Reserve Bank. The indigenous baf , 
kers and money-lenders may also use the bills 
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in making advances to the cultivators in the same 
way as co-operative societies. 

Q. 200. Attempt a lucid essay on the present 
system of rural credit in India. 

{Calcutta, 1940) 

A. A lucid essay on the present system 
of rural credit in India. The present system of 
rural credit in India is, of course, very complex. 
JFirst of all, since 1935, there is the Reserve Bank 
of India which is authorised to grant loans for 
periods not exceeding ninety da37S and rediscount 
promissory notes of certain agencies not maturing 
after a period of more than nine months. Loans 
for ninety days, as we know, cannot help the 
agriculturists. Provincial co-operative banks and 
central land mortgage banks to whom they are 
allowed can, however, take them to meet a tem- 
porary shortage. Hesides, the process of making 
credit available to the agriculturists being very 
lengthy, they cannot take its advantage. It should 
be made available to central co-operative banks 
directly rather than through the provincial banks. 
In connection with the rediscounting facilities, 
there is also a mention of the notes of the ware- 
housing societies which must be established by 
the Reserve Bank. 

Next, there are the Imperial Bank of India 
and other commercial banks. The former pro- 
vides the provincial banks and central banks with 
cash credits and overdrafts on the security of the 
promissory notes of the central banks in the 
former and primary societies in the latter case. It 
has, however, been reducing such advances in 
recent years as the promissory notes being backed 
by land are not regarded to be a good form of 
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security. It finances agriculture to some extent 
through the indigenous bankers as well who some- 
times discount their hundis with it or obtain 
advances on the pledge of the produce. In the 
term other commercial banks are included the 
joint stock banks of the country. They carry on 
almost the same business as the Imperial Bank. 
Some of them also make advances to land-lords 
on the security of their landed property. 

The best agency for financing the short-term 
needs of the farmers, however, consists of credit 
co-operative societies. The Raiffeisen type is 
meant for financing agriculture exclusively. It is 
a voluntary association of the villagers themselves 
formed with a view to give mutual help. Liabi- 
lity of each member is limited. The society 
obtains funds from deposits, entrance fees and 
sometimes contribution of capital from the mem- 
bers, and borrowings, and these are advanced to 
members according to their means and require- 
ments. Their management is mostly honorary, 
except the clerical staff which is on paid salary. 
By common consent, the more intelligent from 
amongst the members are allowed to carry on the 
chief executive and superintending work. The 
credit co-operative movement in India embraces 
(a) primary credit co-operative societies, (6) central 
co-operative banks, and (c) provincial co-operative 
banks, at present. There is also the possibility of 
an Apex All-India Co-operative Bank, though it 
has not been started so far. Primary credit co- 
operative societies are the societies in the villages. 
Central co-operative banks are mostly located in 
district headquarters. The function of these 
banks is not only to supply the required capital 
to the primary societies but also to make the 
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surplus resources of some societies available to 
other societies suffering from a deficiency of funds 
and to provide proper guidance and inspection over 
them. They are formed of primary societies and 
individual members as well and draw funds from 
share capital, reserve deposits and loans. Provin- 
cial co-operative banks are found at present in 
India in all the major provinces except the United 
Provinces’*^ and some of the states. In a large 
majority of them, the constitution is a mixed one, 
that is, both in the general body of the banks and 
in the directorate, there are individual shareholders 
as well as representatives of co operative societies 
and central banks. Their working capital is de- 
rived from shares, reserve and other funds, deposits 
and loans from individuals, societies, provincial 
and central banks and Government. The move- 
ment suffers from various defects which must be 
‘ removed. 

Just as co-operative societies provide the best 
form of agency for supplying short term credit to the 
agriculturists, land moitgage banks provide the best 
form of agency for supplying long term credit to 
them There are three main types of such banks, (i) 
those of strictly co-operative type, (ii) those of com- 
mercial type, and {Hi) those of quasi-co-operative 
type. A land mortgage bank of strictly co-opera- 
tive type is an association of borrowers who raise 
credit by the issue of mortgage bonds bearing 
interest and made payable to bearer. The com- 
mercial type has a share capital, works for profit 
and declares dividend. A quasi-co-operative type 
of bank has a mixed membership of borrowers 
and non-borrowers, operating over fairly large areas 

•U P. co-operative bank is going to be started soon. 
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and formed with ^hare capital and on a limited 
liability basis. The number of land mortgage 
banks as well is not sufficient to cope with the 
requiremer.ts. Moreover they too suffer from 
certain serious defects which must be removed. 

The above agencies, however, belong to the 
class of modern banks, and are taking up the 
work of providing rural credit gradually. But 
there are money-lenders and indigenous bankers 
also who have been rendering this service in this 
country from times immemorial. In fact they 
have been playing for long a very important part^ 
and cannot be ousted out easily. Their popularity 
is due to their simple methods of business^ 
personal touch with the borrowers, local know- 
ledge and experience. They have, however, 
been hit very hard in recent years due to the 
general economic depression, the protection given 
to the agriculturist borrowers, the growth of 
co-operative societies, the delay in the matter of 
awarding decrees, and the suspicion against the 
questionable practices of some of them. But 
steps are being taken to improve them and there 
is every possibility of their becoming more useful 
in near future. 

They take a lion’s share at present in financing 
the production and marketing of agricultural pro- 
duce. They usually give loans for current agri- 
cultural requirements which include expenses of 
cultivation and the household, payment of rent 
or land revenue, etc., on personal security on 
the understanding that the harvest is to be sold 
to or through them, or on the mortgage of crops. 
But when the loans are large or given for a long 
period, security in the shape of mortgages of 
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land, houses or ornaments has to be supplied to 
them. They make no enquiries regarding the 
objects for which loans are demanded. The 
loans are given in cash as well as in kind. In- 
terest is added to the principal at short intervals, 
so that this form of compound interest rapidly 
increases the principal to a large amount. Those 
living in towns finance them on condition that 
they would send the produce received by them 
from their clients to them, and thus finance 
marketing. They provide remittance and storage 
facilities as well. 

In the end, it may be said that the Govern- 
ment also finances them in the form of what are 
known as Taqavi loans which are both short 
term and long term. Its distribution is much 
appreciated whenever a calamity occurs, but in 
ordinary times the cultivator prefers to borrow 
from the money-lender than from the Government, 
in spite of his higher rate of interest. This is 
due to the defects in its distribution which can 
surely be improved if the help of co-operative 
societies is taken, 

Q. 20h Suppose you want to send a remit- 
tance of Rs, IfOOO to Calcutta from Lucknow, 
In what different ways can you remit the money ? 

{1931) 

A, Different ways for remitting the 
money in question. There are different ways 
of remitting this money from Lucknow to Cal- 
cutta or from any one town to another in this 
country. First of all, we have post-offices doing 
remittance business. We may fill up a money- 
order form, But, as not more than Rs. 600 can 
be sent by one money-order, two money-order 
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forms shall have to be filled in this case. The 
commission charged by the post-office shall 
amount to Rs. 10. This is really too much and 
hence we will not like to adopt this means. 
Money can also be sent through post-offices under 
registered and insured covers. We may take a 
thousand-rupee note or ten one-hundred rupee 
notes for this purpose. The charges for Sending 
a registered insured cover containing notes 
worth this sum will be something abiout Rs. 1-9-0. 
In case, we want immediate payment we may 
also send a telegraphic money-order for which 
the charges will be the same as those for an 
ordinary money-order with the only difference 
that a small fee of annas 9 shall have to be paid 
in addition for the use of a telegram by the post- 
office. Money-orders can also be sent by Air- 
mail Service provided it is available between two 
such towns. 

There are indigenous bankers doing hundi 
business in different towns of the country. One 
of them may be approached with the sum to be 
transferred. He will, on receipt of a small sum 
by way of his commission, issue a hundi on some 
Calcutta merchant. This hundi may be sent 
under a postal cover to the payee who shall be 
able to obtain the payment from the Calcutta 
merchant named in the hundi on presentation of 
the same. 

The most popular method adopted by the 
people these days is, however, to approach a 
modern banker for the issue of a bank draft. It 
charges a small commission depending upon the 
competition of other modern bankers. Usual 
rate of commission is annas 4 per cent but it 
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mil be much lower for Rs, 1,000 and between 
|uch big towns as Lucknow and Calcutta, where 
there are several oflSces doing this business. A 
bank draft is also sent and realised in the same 
way as a hundi. The bankers also issue tele- 
graphic transfers if it is so desired by the 
remitter. 

Q. 202, Are the existing banking facilities 
in the U, P. adequate for the needs of the pro- 
vince ? If not what is to be done to make them 
adequate ? (1933) 


A. Existing Banking facilities in the 
U. P. and suggestions for their improvement. 

The existing banking facilities in the U, P. are 
provided for by the money-lenders and indigenous 
bankers, the co-operative societies, the Post 
Offices, the Indian joint stock banks, the foreign 
exchange banks, the Imperial Bank and the 
Reserve Bank. Of these, the money-lenders 
and indigenous bankers are the most important, 
they are spread all over the province and finance 
the whole of its agricultural trade and industry. 
If modern banks have any hand in t|je same, it 
is through them and not directly. It is said that 
these money-lenders and indigenous bankers are 
a set of wicked people. But in fact, this is not 
so. The indigenous bankers as a class are per- 
haps the most honest people. An average man 
prefers depositing with one of them over that 
with even the Imperial Bank. Some of the 
money-lenders may be oppressive, but all shoijld 
not be judged by the same standard. Besides 
financing the whole of the agricultural trade and 
industry, they also finance the cottage industry 
and other kinds of trade. Some of the large- 
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penal Bank of India acts at other places as it 
agent. 


APPENDIX 

SUPPLEMENTARY QUESTION 

Q, 1, What are the causes of the unpopularity 
of bills in India ? Suggest measure to make them 
popular. 

A. Please consult answer to Q. 200 . 
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